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Explanations of Revisions

Asterisks used to identify revisionsin the October 2009 version of the guide have been removed and
now reflect significant changes made for the January 2011 version of the guide.

Changes have been made through the text to correct typing and formatting errors. These changes,
which do not impact the meaning of the text, are not identified.

Chapter 1, Exhibit 1, Step 4: The text was updated to explain that a Form 8823 must be filed with the
IRS to report the correction of previously reported noncompliance (back in compliance) if corrected
within three years after the end of the correction period.

Chapter 4:

o Page4-1. Thecitation for nonmetropolitan areasin #1 of the list has been updated to reflect the
correct Code section; i.e., IRC 842(d)(5)(B)(iv)(1V).

o Page 4-14: Clarification that assets disposed of for less than fair market value within two years of
the effective date of atenant’sinitial certification or recertification, including assets placed in
irrevocable trusts, are included as an asset in the determination of the tenant’s income.

o Page4-21: Thelist of items specific excluded from income now includes a separate line item for
the value of food stamps (line #3).

Chapter 6: CCA 201042025 was added to the list of references.

Chapter 7, page 7-1: a note has been added to item #4 on the list to explain that for tax years ending
after July 30, 2008, if al the low-income buildings in the project are 100% low-income buildings,
owners are not required to complete annual tenant income recertifications.

Chapter 11, page 11-4: The second of three equations included in Example 1 has been corrected and
now reads, “$35,430 x .30 = $10,629.00" instead of “$31,430 x .30 = $10,629.00.”

Chapter 12, page 12-3: Thefirst sentence of the second paragraph of Example 1 has been revised to
read, “ Although each unit fell out of compliance....” to reflect Treas. Reg.81.42-9(c); i.e., the unit is
treated as aresidential rental unit that is not a low-income unit.

Chapter 18: The “Out of Compliance” and “Back in Compliance” sections have been significantly
expanded to provide additional discussion and examples. Thetext clarifies that determinations of
noncompliance are made when gross rent exceeds the maximum gross rent limit as the result of
computational or procedural errors.
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Background

State Agency
Responsibilities

IRS Analysis of
Forms 8823
Submitted by
State Agencies

Chapter 1
Introduction

State and local housing credit agencies (herein referred to as “ state agencies’) are
responsible for monitoring low-income housing credit (LIHC) properties for compliance
with the requirements of Internal Revenue Code (IRC) 842; for example, health and safety
standards, rent ceilings and income limits, and tenant qualifications. State agencies
perform desk audits, inspect housing, and review tenant files.* When noncomplianceis
identified or the state agency becomes aware of a disposition of abuilding, the state
agencies are required to notify the Internal Revenue Service using Form 8823, Low-
Income Housing Credit Agencies Report of Noncompliance or Building Disposition.

Briefly, a state agency performs adesk audit, conducts a site visit, or reviews the owner’s
tenant files and provides the owner with a summary report of itsfindings. If the report
indicates noncompliance, the owner is expected to respond to the state agency within a
maximum of 90 daysto provide clarification or document that issues of noncompliance
have been addressed. Then, the state agency determines whether the owner was alwaysin
compliance, has corrected the noncompliance, or remains out of compliance. The time to
correct the noncompliance may be extended up to atotal of 6 months with state agency
approval. Regardless of whether the owner remedied the noncompliance or remains out of
compliance, a Form 8823 must be filed with the IRS.

If the state agency reports that the owner is out of compliance, the IRS sends a hotification
letter to the owner identifying the type of noncompliance reported on Form 8823. The
notification letter also states that the owner should not include any nonqualified low-
income housing units when computing the tax credit under IRC 842 and that the
noncompliance may result in the recapture of previously claimed credits. The notification
letter also instructs the owner to contact the state agency to resolve the issue.

Once the noncompliance is resolved, the state agency should file a*“back in compliance”
Form 8823. If the noncompliance is corrected within three years after the end of the
correction period, the state agency must file a Form 8823.2 See Exhibit 1 at the end of this
chapter for a compl ete description of the process.

Forms 8823 are routinely analyzed by the IRS. Based on categories of noncompliance, and
without regard to subsequent “back in compliance” Forms 8823, taxpayers are evaluated to
determine whether an audit of the owner’ s tax return is needed.®> The taxpayer’ stax returns
and all Forms 8823 filed for the property are evaluated. If it isdetermined that an audit is
warranted, the complete fileis sent to the appropriate IRS field office. The taxpayer is
then notified that an audit has been scheduled. It should be noted that thisis not the only

! State agencies perform “desk audits” of information submitted to their office rather than inspecting the documents at the property site;
e.g., annual reports required under Treas. Reg. 81.42-5(c).

% Treas. Reg. §1.42-5(e)(3).

3 Forms 8823 are immediately analyzed for audit potential when received from the state agencies. Subsequent receipt of Forms 8823
noting correction of previously reported noncompliance do not impact the original evaluation. Under Treas. Reg. 81.42-5(e)(3), if the
noncompliance is corrected within three years, the state agency is required to file another Form 8823 reporting the corrected
noncompliance and documenting the date the taxpayer was back in compliance. From the owner’s perspective, the best strategy isto
address noncompliance identified by the state agency quickly so that theinitial Form 8823 will indicate that the noncompliance was
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method for selecting for audit tax returns on which the low-income housing credit has been
claimed and, at the examiner’ s discretion, the audit may be expanded to include additional
issues or tax returns.

Authority of Guide

The guideisnot alegal authority. The guide provides state agencies with asingle
accumulative reference of current legal authorities needed for determining whether a state
agency must file Form(s) 8823 with the IRS under Treas. Reg. §1.42-5(¢e)(3), along with
guidelines and examples of the law’ s application to specific fact patterns.

1

2.

3.

Purpose of Guide

The scope of the guide is limited and does not address the tax consequences of
noncompliance. Taxpayers are responsible for evaluating the tax conseguences of
noncompliance with IRC §42.

The guide should not be used or cited by taxpayers as authority for setting or
sustaining atechnical position when filing tax return for any tax period for which the
taxpayer is subject to IRC §42 requirements.* Taxpayers can rely upon and cite the
Internal Revenue Code and formal IRS guidance® as referenced extensively in the text
and footnotes.

The guide, or chapters of the guide, may become obsolete if the underlying authority
is revised subsequent to the Guide' srevision date. Examplesinclude: (1) IRC 842 is
revised by Congress, (2) the IRS provides formal guidance, or (3) HUD revisesthe

definition or treatment of income as explained in HUD Handbook 4350.3, Chapter 5.

The guide (or chapter) is obsolete as of the effective date of the revised legal
authority. State agencies and owners should disregard affected text and legal
references.

The Guide srevision date is identified on the cover, in the index, and at the bottom of
every chapter page.

The fundamental purpose of this guide isto provide standardized operational definitions
for the noncompliance categories listed on Form 8823. It isimportant that noncompliance
is consistently identified and categorized. Resulting benefits include:

1. Consistent interpretation and application of IRC 842 requirements among states;

2. Consistent reporting of noncompliance to the IRS; and

corrected. Fromthe IRS' point of view, the owner’ s responsivenessiis indicative of due diligence, but does not preclude initiating an

audit.

*In limited circumstances, pending the release of formal IRS guidance, the guide may specifically state that guidelines presented in the
guide will be used by the IRS to evaluate a taxpayer’s compliance. See Chapter 14 for an example.

® For example, Treasury regulations, revenue procedures, revenue rulings, and notices can be relied upon as formal IRS guidance.
Although often providing insight into IRS interpretation, private letter rulings are binding only for the taxpayer who requested the ruling
and should not be cited as authority.
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3. Enhanced program administration by the IRS; i.e., timely processing of the forms and
identification of appropriate follow-up actions by the IRS.

Content of Guide

Organization of
Chapters

The guide includes instructions for completing Form 8823, and guidelines for determining
noncompliance and reporting property dispositions. The guide reflects current rules under
IRC 842, Treasury regulations under IRC 842, other guidance published by the Department
of Treasury and the IRS, and IRS administrative procedures for the LIHC program.

Generally, the noncompliance categories listed on Form 8823 are addressed in separate
chapters. There are three categories of noncompliance for which there are two chapters
because multiple issues are reported under the same category. They are:

1. Category 11e, Changesin Eligible Basis or the Applicable Percentage
2. Category 11h, Project not available to the general public
3. Category 11q, Other

For convenience, the term “owner” in the singular is used, although low-income housing
properties often have more than one owner and state agencies must identify each owner in
a schedule attached to the Form 8823 when filing the form.

Depending on the problem, noncompliance may extend to one or more housing units
within an LIHC building, may apply to the whole building, or may encompass the entire
project. Units, buildings, or projects that are out of compliance with the requirements of
IRC 842 are referred to as “nonqualified” units, buildings, or projects.

Generally (as applicable) each chapter includes the following sections.

Definitions - Brief descriptions are provided to explain the basic compliance issue being
addressed. Theintent isto sufficiently define the category of noncompliance so that state
agencies will uniformly select the same category for the same issues.

In Compliance - Descriptions and examples are used to illustrate fundamental compliance
with IRC 842 and its regulations.

Out of Compliance - Descriptions and examples are used to illustrate common
noncompliance issues.

Back in Compliance - This section includes explanations and examplesiillustrating how
noncompliance can be corrected. Treas. Reg. 81.42-5(e)(4) allows a corrective action
period, not to exceed 90 days, for the owner to remedy the noncompliance. The state
agency can extend this period for up to atotal of 6 monthsif there is good cause.
Suggested correction periods are noted in the discussions.

References - A list of referencesisincluded at the end of each chapter. Specific references
or explanations of relevant rules under IRC 842, the Treasury regulations under IRC 842,
or other published guidance, may be included in the text or identified in footnotes.
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Reference
Treas. Reg. 81.42-5
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Exhibit 1-1
Reports of Noncompliance (Form 8823)
Process Map & Explanations
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Step 11

The chart above is a process map demonstrating the steps of the Form 8823 process. The map is divided
into four horizontal paths representing the groups involved in the process. The steps of the process are
placed in the path of the group involved as the steps move from left to right across the map. The top path
isfor the owner/taxpayer, the second path down is for the state agency, the third path down is for the
Philadelphia LIHC Compliance Unit, and the bottom path is for IRS/Compliance.

Step 1

Step 2

Step 3

The state agency performs a desk audit, conducts a site visit, or reviews the owner’s
tenant files.

The state agency prepares and promptly provides the owner with a summary report
describing issues of noncompliance. The letter may also identify administrative or
technical issues, recommend changes to improve future management of the property, or
suggest corrective actions to remedy noted noncompliance issues.

The owner responds to the state agency within a maximum of 90 days, which can be
extend up to atotal of 6 months with the state agency’s approval. Generally, the state
agency specifies atime period appropriate for the type of noncompliance. The owner’s
response may provide clarifications and document that corrective actions have been
implemented; i.e., how the noncompliance issues have been addressed.
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Step 4

Step 5

Step 6

Step 7

Step 8

Step 9

Step 10

Step 11

Step 12

When the owner’ s response is received, the state agency determines whether the owner
provided:

1. clarification establishing that the owner was always in compliance,

2. documentation that issue(s) of honcompliance have been remedied within the
correction period (out and back in compliance).

3. no documentation that issue(s) of noncompliance had been remedied within the
correction period (out of compliance), or

4. documentation that issue(s) of noncompliance have been remedied, but the
noncompliance was not corrected until after the end of the correction period. *If
corrected within three years after the end of the correction period,* a Form 8823
*must be* submitted to the IRS to report the correction of previously reported
noncompliance (back in compliance).

If the state agency determines that the owner was always in compliance, findings are not
required to be reported to the IRS. However, the state agency should notify the owner
that the issueis considered closed and no Form 8823 will be filed.

If the state agency determines that either the owner remedied the issue of noncompliance
or remains out of compliance, then a Form 8823 must be filed with the Internal Revenue
Service at the Philadel phia Service Center (PSC). As noted by the dashed line between
steps five and ten, the state agency may send a copy of the Form 8823 directly to IRS
Headquarters.

The state agency sends the owner a copy of the Form 8823 concurrent to filing the Form
8823 with the IRS.

Upon receipt of the Form 8823 at the PSC, the “back in compliance” Forms 8823 are
processed without contacting the owner. The “out of compliance” Forms 8823 are
assigned to technicians to prepare owner notification letters. The letters are specific to
the type of noncompliance reported on Form 8823, and explain that noncompliance may
result in the loss and recapture of the tax credit.

The owner receives the notification letter. The letter instructs the owner to contact the
state agency to resolve the issue (Step Four). If the noncompliance is resolved within
three years, a*“back in compliance” Form 8823 must be filed with the IRS and a copy
sent to the owner concurrently. (Note: some issues of noncompliance cannot be
remedied.)

Simultaneous to notifying the owner, the PSC processes the Forms 8823 and transcribes
the information into a database.

Forms 8823 are immediately evaluated when received from the state agencies and IRS
databases are routinely analyzed to determine whether an audit of the owner’ s tax return
isneeded. The taxpayer’sthree latest filed income tax returns and all Forms 8823 filed
for the project are eval uated.

If it is determined that an audit is warranted, the case file is sent to the appropriate field
office for examination.

The taxpayer is notified that an audit has been scheduled.

1-6
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The following pages refer to instructions for Form 8823, Low-Income Housing Credit Agencies
Report of Noncompliance or Building Disposition. If you are unable to read the form on the
following page, view this alternate version of Form 8823.


http://www.irs.gov/pub/irs-access/f8823_accessible.pdf

Form

(Rev. November 2009)
Department of the Treasury

8823 Low-Income Housing Credit Agencies

Internal Revenue Service

Report of Noncompliance or Building Disposition

Note: File a separate Form 8823 for each building that is disposed of or goes out of compliance.

OMB No. 1545-1204

Check here if this is an
amended return » [ ]

1

Building name (if any). Check if item 1 differs from Form 8609 B[] IRS Use Only

Street address

City or town, state, and ZIP code

2

Building identification number (BIN)

3

Owner’s name. Check if item 3 differs from Form 8609 p» |:|

Street address

City or town, state, and ZIP code

4  Owner’s taxpayer identification number
| Oen  [JssN
5  Total credit allocated to this BIN . e e . Ce e » $
6 If this building is part of a multiple building project, enter the number of bwldmgs in the project . . >
7 a Total number of residential units in this building . >
b Total number of low-income units in this building . e e e . >
¢ Total number of residential units in this building determined to have noncompllance issues . >
d Total number of units reviewed by agency (see instructions) . >
8 Date building ceased to comply with the low-income housing credit provisions (see instructions) (MMDDYYYY)
9 Date noncompliance corrected (if applicable) (see instructions) (MMDDYYYY) .o .
10  Check this box if you are filing only to show correction of a previously reported noncompliance problem >
Out of Noncompliance
11 Check the box(es) that apply: compliance corrected
a Household income above income limit upon initial occupancy . e ] ]
b Owner failed to correctly complete or document tenant’s annual income recertification O O
¢ Violation(s) of the UPCS or local inspection standards (see instructions) (attach explanation) . O ]
d Owner failed to provide annual certifications or provided incomplete or inaccurate certifications . O ]
e Changes in Eligible Basis or the Applicable Percentage (see instructions) . . ] ]
f Project failed to meet minimum set-aside requirement (20/50, 40/60 test) (see instructions) O O
g Gross rent(s) exceed tax credit limits . ] ]
h Project not available to the general public (see mstructlons) (attach explanatlon) O O
i Violation(s) of the Available Unit Rule under section 42(g)(2)(D)(ii) . ] ]
j Violation(s) of the Vacant Unit Rule under Reg. 1.42-5(c)(1)(ix) S ] ]
k Owner failed to execute and record extended-use agreement within time prescrlbed by section 42(h)(6)(J) . O ]
I Low-income units occupied by nonqualified full-time students . O ]
m Owner did not properly calculate utility allowance . . ] ]
n Owner has failed to respond to agency requests for monitoring reviews O O
o Low-income units used on a transient basis (attach explanation) P ] ]
P Building is no longer in compliance nor participating in the section 42 program (attach explanation) O
q Other noncompliance issues (attach explanation) . O ]
12  Additional information for any item above. Attach explanation and check box e
13 a Building disposition by [] sale [] Foreclosure [] Destruction [] Other (attach explanation)
@ b Date of disposition (MMDDYYYY)
° / ¢ New owner’s name d New owner’s taxpayer identification number
| OJewn  [Jssn
Street address 14 Name of contact person
City or town, state, and ZIP code 15 Telephone number of contact person

( ) Ext.

Under penalties of perjury, | declare that | have examined this report, including accompanying statements and schedules, and to the best of my knowledge and belief,
it is true, correct, and complete.

4

4

Signature of authorizing official Print name and title

Date (MMDDYYYY)

For Paperwork Reduction Act Notice, see instructions. Cat. No. 12308D

Form 8823 (Rev. 11-2009)


Note
The date must contain two-digits for the month, two-digits for the day, and four-digits for the year. (Ex. 01012006 for January 1, 2006)

Note
The date must contain two-digits for the month, two-digits for the day, and four-digits for the year. (Ex. 01012006 for January 1, 2006)

Note
The date must contain two-digits for the month, two-digits for the day, and four-digits for the year. (Ex. 01012006 for January 1, 2006)
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General Instructions

Section references are to the Internal Revenue Code
unless otherwise noted.

Purpose of Form

Housing credit agencies use Form 8823 to fulfill their
responsibility under section 42(m)(1)(B)(iii) to notify the
IRS of noncompliance with the low-income housing tax
credit provisions or any building disposition.

The housing credit agency should also give a copy of
Form 8823 to the owner(s).

Who Must File

Any authorized housing credit agency that becomes
aware that a low-income housing building was
disposed of or is not in compliance with the provisions
of section 42 must file Form 8823.

When To File

File Form 8823 no later than 45 days after (a) the
building was disposed of or (b) the end of the time
allowed the building owner to correct the condition(s)
that caused noncompliance. For details, see
Regulations section 1.42-5(g).

Where To File

File Form 8823 with the:
Internal Revenue Service
P.O. Box 331
Attn: LIHC Unit, DP 607 South
Philadelphia Campus
Bensalem, PA 19020

Specific Instructions

Amended return. If you are filing an amended return
to correct previously reported information, check the
box at the top of page 1.

Item 2. Enter the building identification number (BIN)
assigned to the building by the housing credit agency
as shown on Form 8609.

Items 3, 4, 13b, and 13d. If there is more than one
owner (other than as a member of a pass-through
entity), attach a schedule listing the owners, their
addresses, and their taxpayer identification numbers.
Indicate whether each owner’s taxpayer identification
number is an employer identification number (EIN) or a
social security number (SSN).

Both the EIN and the SSN have nine digits. An EIN
has two digits, a hyphen, and seven digits. An SSN
has three digits, a hyphen, two digits, a hyphen, and
four digits, and is issued only to individuals.

Item 7d. “Reviewed by agency” includes physical
inspection of the property, tenant file inspection, or
review of documentation submitted by the owner.
Item 8. Enter the date that the building ceased to
comply with the low-income housing credit provisions.
If there are multiple noncompliance issues, enter the

date for the earliest discovered issue. Do not complete
item 8 for a building disposition. Instead, skip items 9
through 12, and complete item 13.

Item 9. Enter the date that the noncompliance issue
was corrected. If there are multiple issues, enter the
date the last correction was made.

Item 10. Do not check this box unless the sole reason
for filing the form is to indicate that previously reported
noncompliance problems have been corrected.

Item 11c. Housing credit agencies must use either
(a) the local health, safety, and building codes (or
other habitability standards) or (b) the Uniform
Physical Conditions Standards (UPCS) (24 C.F.R.
section 5.703) to inspect the project, but not in
combination. The UPCS does not supersede or
preempt local codes. Thus, if a housing credit
agency using the UPCS becomes aware of any
violation of local codes, the agency must report the
violation. Attach a statement describing either (a) the
deficiency and its severity under the UPCS, i.e.,
minor (level 1), major (level 2), and severe (level 3) or
(b) the health, safety, or building violation under the
local codes. The Department of Housing and Urban
Development’s Real Estate Assessment Center has
developed a comprehensive description of the types
and severities of deficiencies entitled “Dictionary of
Deficiency Definitions” found at www.hud.gov/reac
under Library, Physical Inspection, Training Materials.
Under Regulations section 1.42-5(e)(3), report all
deficiencies to the IRS whether or not the
noncompliance or failure to certify is corrected at the
time of inspection. In using the UPCS inspection
standards, report all deficiencies in the five major
inspectable areas (defined below) of the project: (1)
Site; (2) Building exterior; (3) Building systems; (4)
Dwelling units; and (5) Common areas.

1. Site. The site components, such as fencing and
retaining walls, grounds, lighting, mailboxes, signs
(such as those identifying the project or areas of the
project), parking lots/driveways, play areas and
equipment, refuse disposal equipment, roads, storm
drainage, and walkways, must be free of health and
safety hazards and be in good repair. The site must
not be subject to material adverse conditions, such
as abandoned vehicles, dangerous walkways or
steps, poor drainage, septic tank back-ups, sewer
hazards, excess accumulation of garbage and debris,
vermin or rodent infestation, or fire hazards.

2. Building exterior. Each building on the site must
be structurally sound, secure, habitable, and in good
repair. Each building’s doors, fire escapes,
foundations, lighting, roofs, walls, and windows,
where applicable, must be free of health and safety
hazards, operable, and in good repair.

3. Building systems. Each building’s domestic water,
electrical system, elevators, emergency power, fire
protection, HVAC, and sanitary system must be free of
health and safety hazards, functionally adequate,
operable, and in good repair.
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4. Dwelling units. Each dwelling unit within a building
must be structurally sound, habitable, and in good
repair. All areas and aspects of the dwelling unit (for
example, the unit’s bathroom, call-for-aid (if
applicable), ceilings, doors, electrical systems, floors,
hot water heater, HVAC (where individual units are
provided), kitchen, lighting, outlets/switches,
patio/porch/balcony, smoke detectors, stairs, walls,
and windows) must be free of health and safety
hazards, functionally adequate, operable, and in good
repair. Where applicable, the dwelling unit must have
hot and cold running water, including an adequate
source of potable water (single room occupancy units
need not contain water facilities). If the dwelling unit
includes its own bathroom, it must be in proper
operating condition, usable in privacy, and adequate
for personal hygiene and the disposal of human waste.
The dwelling unit must include at least one
battery-operated or hard-wired smoke detector, in
proper working condition, on each level of the unit.

5. Common areas. The common areas must be
structurally sound, secure, and functionally adequate
for the purposes intended. The basement,
garage/carport, restrooms, closets, utility rooms,
mechanical rooms, community rooms, day care rooms,
halls/corridors, stairs, kitchens, laundry rooms, office,
porch, patio, balcony, and trash collection areas, if
applicable, must be free of health and safety hazards,
operable, and in good repair. All common area
ceilings, doors, floors, HVAC, lighting, outlets/switches,
smoke detectors, stairs, walls, and windows, to the
extent applicable, must be free of health and safety
hazards, operable, and in good repair.

Health and Safety Hazards. All areas and
components of the housing must be free of health and
safety hazards. These include, but are not limited to:
air quality, electrical hazards, elevators, emergency/fire
exits, flammable materials, garbage and debris,
handrail hazards, infestation, and lead-based paint. For
example, the buildings must have fire exits that are not
blocked and have hand rails that are not damaged,
loose, missing portions, or otherwise unusable. The
housing must have no evidence of infestation by rats,
mice, or other vermin. The housing must have no
evidence of electrical hazards, natural hazards, or fire
hazards. The dwelling units and common areas must
have proper ventilation and be free of mold as well as
odor (e.g., propane, natural, sewer, or methane gas).
The housing must comply with all requirements related
to the evaluation and reduction of lead-based paint
hazards and have available proper certifications of
such (see 24 C.F.R. part 35).

Project owners must promptly correct exigent and
fire safety hazards. Before leaving the project, the
inspector should provide the project owner with a list
of all observed exigent and fire safety hazards. Exigent
health and safety hazards include: air quality problems
such as propane, natural gas, or methane gas
detected; electrical hazards such as exposed wires or

open panels and water leaks on or near electrical
equipment; emergency equipment, fire exits, and fire
escapes that are blocked or not usable; and carbon
monoxide hazards such as gas or hot water heaters
with missing or misaligned chimneys. Fire safety
hazards include missing or inoperative smoke
detectors (including missing batteries), expired fire
extinguishers, and window security bars preventing
egress from a unit.

Iltem 11d. Report the failure to provide annual
certifications or the provision of certifications that are
known to be incomplete or inaccurate as required by
Regulations section 1.42-5(c). As examples, report a
failure by the owner to include a statement
summarizing violations (or copies of the violation
reports) of local health, safety, or building codes;
report an owner who provided inaccurate or
incomplete statements concerning corrections of these
violations.

Item 11e. For buildings placed in service before July
31, 2008, report any federal grant made with respect
to any building or the operation thereof during any tax
year in the compliance period. For buildings placed in
service after July 30, 2008, report any federal grant
used to finance any eligible basis costs of any
building. Report changes in common areas which
become commercial, when fees are charged for
facilities, etc. In addition, for buildings placed in
service before July 31, 2008, report any below market
federal loan or any obligation the interest on which is
exempt from tax under section 103 that is or was used
(directly or indirectly) with respect to the building or its
operation during the compliance period and that was
not taken into account when determining eligible basis
at the close of the first year of the credit period. For
buildings placed in service after July 30, 2008, report
any obligation the interest on which is exempt from
tax under section 103 that is or was used (directly or
indirectly) with respect to the building or its operation
during the compliance period and that was not taken
into account when determining eligible basis at the
close of the first year of the credit period.

Item 11f. Failure to satisfy the minimum set-aside
requirement for the first year of the credit period
results in the permanent loss of the entire credit.

Failure to maintain the minimum set-aside requirement
for any year after the first year of the credit period
results in recapture of previously claimed credit and no
allowable credit for that tax year. No low-income
housing credit is allowable until the minimum set-aside
is restored for a subsequent tax year.

Item 11h. All units in the building must be for use by
the general public (as defined in Regulations section
1.42-9 and further clarified in section 42(g)(9)),
including the requirement that no finding of
discrimination under the Fair Housing Act occurred for
the building. Low-income housing credit properties are
subject to Title VIII of the Civil Rights Act of 1968, also
known as the Fair Housing Act. The Act prohibits
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discrimination in the sale, rental, and financing of
dwellings based on race, color, religion, sex, national
origin, familial status, and disability. See 42 U.S.C.
sections 3601 through 3619.

It also mandates specific design and construction
requirements for multifamily housing built for first
occupancy after March 13, 1991, in order to provide
accessible housing for individuals with disabilities. The
failure of low-income housing credit properties to
comply with the requirements of the Fair Housing Act
will result in the denial of the low-income housing tax
credit on a per-unit basis.

Individuals with questions about the accessibility
requirements can obtain the Fair Housing Act Design
Manual from HUD by calling 1-800-245-2691 and
requesting item number HUD 11112, or they can order
the manual through www.huduser.org under
Publications.

Item 11i. The owner must rent to low-income tenants
all comparable units that are available or that
subsequently become available in the same building in
order to continue treating the over-income unit(s) as a
low-income unit. All units affected by a violation of the
available unit rule may not be included in qualified
basis. When the percentage of low-income units in a
building again equals the percentage of low-income
units on which the credit is based, the full availability
of the credit is restored. Thus, only check the
“Noncompliance corrected” box when the percentage
of low-income units in the building equals the
percentage on which the credit is based.

Iltem 11q. Check this box for noncompliance events
other than those listed in 11a through 11p. Attach an
explanation. For projects with allocations from the
nonprofit set-aside under section 42(h)(5), report the
lack of material participation by a non-profit
organization (i.e., regular, continuous, and substantial
involvement) that the housing credit agency learns of
during the compliance period.

Paperwork Reduction Act Notice. We ask for the
information on this form to carry out the Internal
Revenue laws of the United States. You are required
to give us the information. We need it to ensure that
you are complying with these laws and to allow us to
figure and collect the right amount of tax.

You are not required to provide the information
requested on a form that is subject to the Paperwork
Reduction Act unless the form displays a valid OMB
control number. Books or records relating to a form or
its instructions must be retained as long as their
contents may become material in the administration of
any Internal Revenue law. Generally, tax returns and
return information are confidential, as required by
section 6103.

The time needed to complete and file this form will
vary depending on individual circumstances. The
estimated average time is:

Recordkeeping . 11 hr., 43 min.
Learning about the law
or the form . . 3 hr., 16 min.
Preparing and sending
the form to the IRS . 3 hr., 36 min.

If you have comments concerning the accuracy of
these time estimates or suggestions for making this
form simpler, we would be happy to hear from you.
You can write to the Tax Products Coordinating
Committee, SE:W:CAR:MP:T:T:SP, 1111 Constitution
Ave. NW, IR-6526, Washington, DC 20224. Do not
send Form 8823 to this address. Instead, see Where
To File on page 2.

@ Printed on recycled paper



Exhibit 1-3
IRS Noncompliance Notification Letter
Letter 3464 (SC/CG) 5-2001

DEPARTMENT OF THE TREASURY INTERNAL REVENUE SERVICE
Internal Revenue Service Center
Philadel phia, PA 19255-0549 Person to Contact:
Employee |.D. Number:
Fax Number:
Date:
Owner TIN:
Building Identification Number:
Reference:
Year:
Dear [Name]

The state housing credit agency referenced above has reported, on Form 8823, Low Income Housing
Credit Agencies Report of Noncompliance or Building Disposition, that you are not in compliance with
Internal Revenue Code Section 42 requirements and regulations for the Building Identification Number
(BIN) shown above. (If multiple BINs are referenced, please see the list at the end of this letter.)

The noncompliance issues are:

1

Therefore, you should not include the non-qualified units when cal culating the credit for the year shown
above. Additionally, Sections 42(j)(1) and (2) require that prior credits you claimed are subject to
recapture to the extent that any accelerated credit is attributable to the units, plus interest.

If you are subject to recapture, you must use Form 8611, Recapture of Low Income Housing Credit. If
you filed this form with your tax return and have not claimed any credit for the year, no further action
may be necessary. |f you have not, please amend your return to include the recapture, and remove the
credit claimed for the year of disposition. Flow-through entities should advise distributive share
recipients of applicable credit and recapture requirements.

IRS receipt of Forms 8823 can increase the potential for audit of the reported projects. Therefore, IRS
may conduct review and audit activity subsequent to this|etter.
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If you have questions, you may call the IRS contact listed above between the hours of 9 am. and 3 p.m.
Eastern Time.

Although this employee may be able to help you, it is your responsibility to resolve all noncompliance

issues with the appropriate state housing credit agency. Therefore, if you have questions regarding the
issue(s) cited, please contact the referenced state agency.

Sincerely,

Additional Properties

BIN Noncompliance Date
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Overview
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Before
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Chapter 2
Instructions for Completing Form 8823

State agencies use Form 8823 to notify the IRS of noncompliance with the requirements
of IRC 842 or fulfill other reporting requirements. This chapter includes instructions for
completing Form 8823.

Form 8823 should be used to report noncompliance after Form 8609, Low Income
Housing Credit Allocation Certification, has been signed by the state agency and issued
to the owner.

There may be instances where noncompliance is identified before the issuance of Form
8609. If, at the time the Forms 8823 is submitted to the IRS, the owner has not received
compl eted/signed Forms 8609 from the state agency, the Forms 8823 should be
completed, but sent directly to the IRS Headquarter analyst responsible for the Low-
Income Housing Credit program, rather than filing the form with the Philadel phia
Service Center. Line5, Total credit alocated to this BIN, should be zero. The IRS will
consider these Forms 8823 timely filed.

The correction period is the period of time during which the owner of an LIHC property
must correct any noncompliance identified by the state agency. The correction period
begins with the date the state agency provides written notification to the owner that the
building is not in compliance." Under Treas. Reg. §1.42-5(€)(2), state agencies must
provide prompt written notice to the owner.

Generally, the correction period may not exceed 90 days from the date of the owner’s
notification; there is no minimum correction period. However, the correction period can
be extended for up to atotal of 6 monthsif thereis agood cause for granting the
extension.

Form 8823 must be filed with the IRS within 45 days following the end of the correction
period, whether or not the noncompliance has been corrected.

Example 1: Annual Certification Under Treas. Reg. §81.42-5(c)(1)

An owner failed to submit the annual certification that the building was in
compliance with IRC 842 requirements; e.g., that annual income
certifications had been received from each |ow-income tenant and that the
units were rent-restricted, etc. The certification was due March 1, 2005 and
the state agency notified the owner in writing on April 1, 2005 that the
certification had not been received.

The correction period began on April 1% and ended on June 29". The owner
had 90 days, until June 29, 2005, to provide the annual certification. The
Form 8823, noting noncompliance with category 11d, Owner failed to
provide annual certification or provided incomplete or inaccurate

! See Treas. Reg. §§1.42-5(€)(4) and 1.42-5(2)(2).
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certifications, must be file after June 29", but no later than August 15, 2005.

Example 2: Extending the Correction Period

A state agency completed a physical inspection and identified
noncompliance that required longer than 90 days to correct. The owner
received notice of the noncompliance and the correction period began on
January 15, 2004.

The state agency may extend the correction until July 15, 2004, giving the
owner atotal of 6 monthsto correct the problem. The Form 8823 must be
filed with the IRS after July 15, 2004, but no later than August 25, 2004.

General Guidelines for Completing Form 8823

1

Select all applicable categories of noncompliance.

Example 1: The state agency determined that 1 out of 10 low-income unitsin a
building had been rented to a household with incomes that did not meet
the income eligibility restrictions. Category 11a, Household income
above income limit upon initial occupancy, should be selected.

Example 2: The state agency determined that 7 out of 10 low-income unitsin a one-
building project were rented to households with incomes that did not
meet the income eligibility restrictions. Asaresult, the owner did not
meet the 40/60 minimum set-aside for that year. Category 11a,
Household income above income limit upon initial occupancy, should
be selected, and category 11f, Project failed to meet minimum set-aside
requirement, should be selected.

A separate Form 8823 must be filed for each BIN. The form must be prepared using
the fillable PDF file as revised November 2009 (or later) with the bar codes.

When filing a*“back in compliance” Form 8823, all the instances of noncompliance
for a specific category must be remedied before the building is considered “back in
compliance” for that category. For example, if four units are cited for violations of
the UPCS inspection standards, all four units must be repaired before the building is
considered back in compliance for that issue.

All categories of noncompliance must be resolved before filing a“back in
compliance” Form 8823. Be sure to mark the “noncompliance corrected” boxes for
each of the resolved issues. |f more than one “noncompliance corrected” box is
marked, enter the date of the most recent correction on line 9 of Form 8823.

An amended Form 8823 isidentified by checking the box at the top of the form
under thetitle. An amended Form 8823 should be filed with the IRS only if itis
necessary to correct an error on a Form 8823 that was previoudly filed with the
Service. For example, the wrong category is selected or an addressisincorrect. A
copy of the amended Form 8823 should be sent to the owner concurrent with filing
the form with the IRS.
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6. Descriptions of nhoncompliance or additional information are not required, but if
submitted with the Form 8823, descriptions should be concise; however, avoid the
use of canned or repetitive statements. It is helpful to identify the unit number, the
date out of compliance and the date corrected, and summarize the problems with a
brief description. Copies of reports and notification letters sent to the owner
describing the noncompliance, electronic pictures, and newspaper articles are also
hel pful.

Concisely describe the content of any additional information maintained by the state
agency; e.g., physical inspection reports, photographs, written statements from
tenants, etc. Do not send photocopies of pictures; they are not useful.

State agencies should a so include explanations when they suspect owners,
managing agents, or other parties may have misrepresented factual information such
as falsifying income verifications or altering tenant files.

7. State agencies should report al noncompliance of which they are aware as aresult
of the annual certification or periodic review of tenant files and physical inspection
of the property, without regard to whether the initially outstanding noncomplianceis
subsequently corrected. See chapter 3 for additional discussion.

Independently, state agencies must also report any change in the applicable fraction
(such as converting LIHC units to market rate units) or eligible basis (such as
converting common area to commercial space) that resultsin adecrease in the
qualified basis as noncompliance.

8. Thereisno “noncompliance corrected” block available for category 11p, Project is
no longer in compliance nor participating in the program. Should the state agency
decide to reinstate the property, the state agency should contact the IRS Low-
Income Housing Credit program analyst.

Line-By-Line Instructions

Line 1

Line 2

Line 3

Line 4

Line 5

Building Information: Ensure that the complete building (or project) name and address,
including ZIP codeisidentified.

BIN: Ensure that building identification number is correct. It should consist of the two
letter state abbreviation, two-digit year and five-digit number assigned.

Owner Information; Remember to check the box if the current owner's name is different
than the owner shown on Form 8609. If there is more than one owner, attach a schedule
listing the name, address, and EIN/SSN of each owner.

EIN: Ensure that the identification number for the current owner is correct and check
the box SSN for individual taxpayers (xxx-xx-xxxx) or EIN for business entities (xx-
XXXXXXX) such as corporations and partnerships.

Total credit allocated to this BIN: Provide the total allowable LIHC allocated to this

BIN. Thisiscomputed by adding the amounts of credit allocated to the BIN on all
Forms 8609, line 1b. Do not include Forms 8609 for which the compliance period has
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expired.

Line 6 Number of buildings in the project: Enter the number of buildings that house residential
living units and have BIN numbers assigned to the project. Do not include recreational
facilities or other amenities.

Line7 a. Number of residential unitsin the building: Enter the total number of both LIHC
units and all other residential units. But do not include managers' units. See
footnote for specia rules regarding buildings placed in service prior to September 9,
1992

b. Number of low-income units in the building.

¢. Number of residential units with noncompliance problems: Count each unit for
which noncompliance is being identified in this report; do not include previously
reported, but still outstanding, noncompliance. Count each unit only once, even if
there are multiple compliance problems.

d. Indicate the total number of units reviewed in this building for which the Form 8823
isbeing filed. Count each unit being reviewed once, even if you reviewed the same
unit for both the annual certification and simultaneously performed an on-site review.

Line 8 Date building ceased to comply: Enter the date that the building ceased to comply with
the IRC 842 low-income housing credit requirements. If there are multiple
noncompliance issues, enter the date of the earliest discovered issue. Do not complete
thisitem to indicate the date a building (or an interest therein) was disposed of.

Line 9 Date noncompliance corrected: If entering a corrected date, make sure the appropriate
"noncompliance corrected” block in lines 11athrough 110, or 11qis checked. If there
are multiple categories, the date the last issue was resolved should be entered. (Note:
there is no “noncompliance corrected” block for category 11p, Project isno longer in
compliance nor participating in the program.)

Line 10 Correction of previously reported noncompliance: Check this box if the sole reason for
filing the form isto indicate that previously reported noncompliance problems have been
corrected.

Line 11a-p Noncompliance categories: Select the category that best describes the issue being

reported. Be sure to check the correct box for “out of compliance” and/or
“noncompliance corrected,” as applicable.

Line 11q This category is used only for those issues that do not fit into the categories specified in
1lathroughllp. Be sure to attach an explanation.

Line 12 Additional Information: Extensive detail is not necessary, but asummary is desirable to
indicate the nature and extent of the noncompliance.

2 Note that, in some instances involving buildings placed in service, receiving an allocation of credit, or described in IRC §42(h)(4)
with respect to which tax-exempt bonds were issued prior to September 9, 1992, managers' units may be included in the total number
of residential units. See Rev. Rul. 92-61, 1992, 32 1.R.B. 4. The IRSwill not, however, apply Rev. Rul. 92-61 unless the owner
files, or hasfiled, areturn that is consistent with the ruling.
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Line 13

Line 14

Signature

a. Building disposition: Check the box for the appropriate type of disposition (sale,
foreclosure, destruction, or other). For “other” dispositions, attach an explanatory
Statement.

b. New owner’'s name and address: Ensure that the owner’ s name, address and ZIP code
are correct.

c. Date of digposition: The date the ownership actually transferred should be used. If
the exact date is unknown, enter the best approximation.

d. New owner’s EIN: Ensure that the identification number for the owner is correct and
check the SSN for individual taxpayers (xxx-xx-xxxx) or EIN for business entities
(xx-xxxxxxx) such as corporations and partnerships.

Contact Person: Identify the person the IRS should call if there are any questions and
include that person’ s telephone number.

Signature of authorizing official: The authorizing official is a state agency official who

is authorized by the state agency to sign such documents. The person need not be an
executive, but may be alower level employee within the state agency organization.
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Overview

Chapter 3
Guidelines for Determining Noncompliance

State agencies are responsible for determining whether owners are compliant with the
requirements of IRC 842 and its regulations. Professional judgment should be used to
identify significant noncompliance issues, establish the scope and depth of the project/
building review, and apply the law and regulations to the facts and circumstances of the
casein afar and impartial manner. This chapter includes guidelinesto assist the state
agencies meet these responsibilities.

Current Noncompliance Issues

Initial Physical
Inspection and
Tenant File
Review

Subsequent
Physical
Inspections
and Tenant File
Reviews

Reporting
Current
Noncompliance

Treas. Reg. 81.42-5(¢)(2)(ii)(A) requires state agencies to conduct on-site inspections of all
buildingsin the project, and for at least 20 percent of the low-income units, inspect the
units and review the certifications, the documentation supporting the certifications, and the
rent records for the tenants in those units, by the end of the second calendar year following
the year the last building is placed in service.

Under Treas. Reg. 81.42-14(d)(2)(ii), an alocation of credit may not be returned any later
than 180 days following the close of the first tax year of the credit period. Therefore, itis
highly recommended that the first review of the LIHC project be conducted within that
timeframe. Under specific circumstances, previously allocated credits can be reclaimed
and returned to the state’s credit ceiling if necessary.” Timely review of theiinitial lease-up
provides owners an opportunity to correct problems early in the compliance period.

Treas. Reg. 81.42-5(c)(2)(ii)(B) requires that, at least once every 3 years, state agencies
conduct on-site inspections of all buildings in the project and, for at least 20 percent of the
project’ s low-income units, inspect the units and review the certifications, documentation
supporting the certifications, and the rent records for all the tenants living in the units.

Example 1. Current Tenant Income (Re)Certification and Documentation

An LIHC building was placed in service and the first tax year of the credit
period was 2000. The state agency inspected the property and reviewed tenant
certifications in May 2001; no noncompliance issues were identified. The next
inspection and review were conducted in April 2004; the tenant files were
reviewed using the most recent recertification, or initial income certifications
for tenants moving into the building within the last year.

Under Treas. Reg. 81.42-5(a), state agencies are required to report any noncompliance of
which the agency becomes aware. Agencies should report all noncompliance, without
regard to whether the identified outstanding noncompliance is subsequently corrected.

The inspection standard for on-site inspections of buildings and LIHC units generally
requires state agencies to determine whether the building and units are suitable for

! See Chapter 21.
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occupancy based on local headlth, safety, and building codes or whether the buildings and
units satisfy the uniform physical condition standards established by HUD.?

The state agency is required to review the low-income certifications, the documentation
supporting the certifications (and recertifications®), and the rent records for the tenantsin
the units selected for the physical inspection.* Therefore, the state agency should be
reviewing theinitial income certification if the tenant moved in within the last year or the
most recent income recertification.

In addition, state agencies must report any change in the applicable fraction (such as
converting LIHC units to market rate units) or eligible basis (such as converting common
areato commercial space) that resultsin a decrease in the qualified basis as
noncompliance.

Noncompliance issues identified and corrected by the owner prior to notification of an
upcoming compliance review or inspection by the state agency need not be reported; i.e.,
the owner isin compliance at the time of the state agency’ sinspection and/or tenant file
review. Small Business/Self-Employed (SB/SE) considers the date of the notification
letter a“bright line” date comparable to the rules for requesting a PLR or the disclosure on
From 1040X that an amended tax return is being filed after being audited by the IRS or
subsequent to notification that it will be audited. See Form 1040X, line B.

Sampling Requirements

Selecting
a Sample

Interpreting
the Results

The review (or sampling) of 20 percent of the LIHC unitsin a project and the associated
tenant filesis required under the Treasury regulations. The purpose isto estimate the
compliance level of all the tenant income (re)certifications by providing a*“ snap shot” view
of the owner’s activities and compliance level at a specific moment intime. Sampling
reduces the labor costs, and enables state agencies to meet time constraints when dealing
with large LIHC properties.

A random selection of tenant files or LIHC unitsis required. The method of choosing the
sample of files or units to be inspected must not give the owner advance notice of which
units and tenants records are to be inspected and reviewed®. Thereis no advantage to
selecting different units over the 15-year compliance monitoring cycle.

If the sample includes a currently vacant unit, then the last (re)certification for the last
tenant should be reviewed. The “snap shot” isindicative of current compliance.

The IRS uses the results of the state agencies’ reviews as an indicator of the owner’slevel
of compliance with IRC 842 requirements. |f audited, the IRS can also use the results to
make adjustments to the LIHC on a unit-by-unit basis as identified on Form 8823.
However, the IRS cannot project the results to the entire population of LIHC units®

2 See Treas. Reg. §1.42-5(d)(2).
% Treas. Reg. §1.42-5(c)(1)(iii) refers to an “annual income certification” which for clarity purposes is often referred to as a

“recertification.”

* See Treas. Reg. §1.42-5(c)(2)(ii)(A) and (B).

® Treas. Reg. §1.42-5(c)(2)(iii)

® The IRS has specific requirements for using sampling techniques as part of an incometax audit. A state agency is not required to use
these more stringent techniques for random selection and sampl e size when conducting a compliance review.
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Example 1: Applying Tenant File Review Results

A state agency conducts a tenant file review and physical inspection of a 100%
LIHC single building project with 100 units. The LIHC associated with each
unit is $3,000. Twenty units are inspected and the associated tenant files are
reviewed. Various noncompliance issues were identified for fifteen, or 75
percent, of the twenty sampled units.

The IRS can make an LIHC adjustment of $45,000 (15 units x $3,000) for the
year of the review, with arecapture of $15,000 plusinterest for each of the
prior years of the credit period. Although the sample resultsindicate
significant noncompliance, the results cannot be projected to the entire
population; i.e., the IRS cannot conclude that 75 of the 100 units are out of
compliance and, therefore, disallow the entire LIHC because the taxpayer did
not meet the minimum set-aside.

Expanding the  Inthe event that extensive noncompliance isidentified, state agencies should consider

Sample Size expanding the number of unitsinspected/files reviewed beyond the 20 percent sample
required under Treas. Reg. §1.42-5(c)(2)(ii). Circumstances warranting consideration of
expanding the sample of LIHC units reviewed include (but are not limited to):

gkrwbdpE

Poor internal controls (significant risk of error)

Multiple problems

Significant number of nonqualified units

Significant number of households are not income-qualified
Credible information from areliable source

Determining the Scope of the State Agency’s Inspection/Review

Large, Unusual Large, unusua, or questionable items (LUQ’s) may be material in determining whether
and noncompliance exists, and thus affect the scope of the state agency’ s inspection/review.
Questionable  gome factors to consider when determining the materiality of itemsinclude:

Items

(Materiality) 1

Comparative nature of the issue —two of one hundred of abuilding’ s rental units out
of compliance for amonth is not as important as a project failing the 40/60 minimum
set-aside.

Absolute nature of the issue — violations of the physical conditions standards should be
investigated thoroughly whether one or one hundred units are impacted.

Inherent nature of the issue — a permanent decrease in the eligible basis of the property
is more significant than two units that are not available for rent for two months.

Evidence of intent to mislead — this may include missing, misleading or incomplete
documentation.

Extenuating circumstances — the issue cited is very temporary or in the process of
being fixed at the time of inspection.
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Determining the Depth of the State Agency’s Inspection/Review

Issue
Development

Depth is the extent to which an issue of potential noncompliance is developed. It
demonstrates the degree of intensity and thoroughness applied to make a determination of
noncompliance. State agencies must use judgment to determine the depth required to
satisfactorily develop an issue of noncompliance. The following factors should be
considered:

1. Thetype and reliability of evidence available or expected,
2. Complexity of theissue, and
3. Techniques used.

It isimportant to obtain sufficient evidence for evaluating the owner’s compliance with
IRC 842 requirements. Determining the proper amount of evidence to accumulate isa
judgmental decision. Factorsto consider include the risk that the owner may have made
errorsthat areindividually or collectively material and the risk that tests (such as sampling)
will fail to uncover materia errors.

Consideration of Taxpayer Due Diligence

Evidence

For most taxpayers, voluntary compliance consists of preparing an accurate tax return,
filing it timely, and paying any taxes due. Compliant behavior can be demonstrated when a
LIHC property owner exercises ordinary business care and prudence in fulfilling its
obligations. Due diligence can be demonstrated in many ways, including (but not limited
to) establishing strong internal controls (policies and procedures) to identify, measure, and
safeguard business operations and avoid material misstatements of LIHC property
compliance or financial information. Internal controlsinclude:

1. Separation of duties,

2. Adequate supervision of employees,

3. Management oversight and review (internal audits),
4. Third party verifications of tenant income,

5. Independent audits, and

6. Timely recordkeeping.

State agencies gather information to determine the owner/taxpayer’s compliance with IRC
842. This determination must be made on the basis of al available facts, including facts
supporting the owner’s position. Evidence is something that tends to prove afact or point
in question.

Owners have the right to expect that the information they provide will be safeguarded and
used only in accordance with the law. To promote and maintain owners confidence in the
privacy, confidentiality, and security protections provided by the state and IRS, the
following principles should be followed.
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Types of
Evidence

1. Noinformation will be collected or used (with respect to owners/taxpayers) that is not
necessary and relevant for tax administration and other legally mandated or authorized
purposes.

2. Information will be collected, to the greatest extent practicable, directly from the
taxpayer to whom it relates.

3. Information about taxpayers collected from third parties will be verified, to the extent
practicable, with the taxpayers before a determination of compliance is made using the
information.

The Internal Revenue Code requires all taxpayers to keep adequate records to support the
items on their tax returns. However, not al evidence need be “books and records.” The
following discussion is an overview of different types of acceptable evidence of taxpayer
compliance.

Documentary Evidence

Physical documentation is generally regarded as providing proof or evidence. Writings
made contemporaneously with the happening of an event generally reflect the actual facts
and indicate what was in the minds of the parties to the event. If possible, original
documentary evidence should be reviewed.

The records to be retained by the LIHC property owner are described in Treas. Reg. §1.42-
5(b). The records must be retained for at least 6 yeas after the due date (with extensions)
for filing the federal income tax return for that year. The records for the first year of the
credit period, however, must be retained for at |east 6 years beyond the due date (with
extensions) for filing the federal income tax return for the last year of the compliance
period of the building.

Owners may use el ectronic storage systems instead of hardcopy (paper) books and records
to retain the required records.” However, the electronic storage system must satisfy the
requirements of Rev. Proc. 97-22. In addition, the owner must satisfy any additional
recordkeeping and record retention requirements of the monitoring procedure adopted by
the state agency. For example, the housing agency may require the owner to maintain
hardcopy books and records.

While documentary evidence has great vaue, it should not be relied upon to the exclusion
of other facts. Facts can also be established by oral testimony. There will be timeswhen
greater weight should be given to oral testimony than to conflicting documentary evidence.
The owner should not be considered noncompliant simply because documentary evidence
isincomplete to establish precise compliance when there is some evidence to support
compliance.

The “Cohan Rule,” asit is known, originated in the decision of Cohan v. Commissioner, 39
F.2d 540 (2d Cir. 1930). In Cohan, the court made an exception to the rule requiring
taxpayers to substantiate their business expenses. George M. Cohan, the famous
entertainer, was disallowed a deduction for travel and business expenses because he was
unable to substantiate any of the expenses. The judge wrote that “ absolute certainty in such

" Rev. Rul. 2004-82, |.R.B. 2004-35, Q& A #11
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matters is usually impossible and is not necessary, the Board should make as close an
approximation asit can.” In general, the Tax Court has interpreted this ruling to mean that
in certain situations “ best estimates’ are acceptable in order to approximate expenses. The
Cohan Ruleisadiscretionary standard and can be used to support a reasonable estimate of
compliance requirements.

State agencies may allow owners to reconstruct records when the situation warrants,
consider incomplete or imperfect documentation, and accept credible oral testimony to
determine the owner/taxpayer’ s overall compliance with the requirements of IRC 842.

Example 1: Incomplete Documentation

A coupl€' s current income recertification was timely signed by the wife,
but the husband’ s signature is missing because he is on active military
duty and stationed out of the country. The husband’sincomeisincluded
in the recertification and the reporting instructions for his overseas
assignment are included in the file. The state agency may consider the
unit in compliance, even though the husband’ s signature is missing.

Example 2: Reconstructing Evidence

The tenant’ s income recertification was timely completed and signed.
The summary records are in the file, but the income verification from the
employer ismissing. The state agency may allow the property manager
to perfect the documentation.

Ora Testimony

There are times, due to taxpayer-specific circumstances, when records may not exist or are
incomplete. 1n such cases, oral testimony may be the only evidence available. Therefore,
oral statements made by the owner to the state agency represent direct evidence that must
be considered. Although self-serving, uncontradicted statements that are not improbable
or unreasonable should not be disregarded.

Example 1: Plausible Oral Testimony

During a compliance review, an issue involving the income
certification for a household was noted. However, the tenant had
moved out and could not be located. The manager remembers
discussing the item with the tenant, but there is no third party that can
corroborate the manager’ s statement. |f the manager’s statement is
plausible, the oral testimony can be considered sufficient.

The degree of reliability placed on an owner’s oral testimony should be based on the
credibility of the owner and surrounding circumstantial evidence supporting the owner’s
testimony. The following concepts are helpful when evaluating oral testimony.

a Oral evidence should not be used in lieu of available documentary evidence.

b. If theissue involves specific recordkeeping required by law, then oral testimony alone
cannot be substituted for necessary written documentation.
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Evaluating
Evidence

¢. Oral testimony need not be accepted without further inquiry. If in doubt, or there are
inconsi stencies, attempts should be made to verify the facts from another source.

Third Party Evidence

Third party evidence is evidence obtained from someone other than the taxpayer. Credible
third party evidence is used when the owner is unable to provide the information or it is
necessary to verify information provided by the owner. Information about owners collected
from third parties will be verified, to the extent practicable, with the owner before
determinations are made using the information provided by third parties.

The state agencies should exercise sound judgment to make reasonabl e determinations and
ensure that there is abasis for each item considered. This may involve considering the
extent to which detailed documentation is required, examining all existing documentation,
and determining the weight that should be given to oral testimony. All theinformation
needed to definitively resolve an issue will seldom be available; state agencies will need to
determine when there is sufficient information, or substantially enough, to make a proper
determination of compliance with IRC §42.

State agencies are expected to arrive at definite conclusions based on a balanced and
impartial evaluation of all available evidence. The state agencies should employ
independent and objective judgment in reaching conclusions and should decide all things
on their merit; free from bias and conflicts of interest. Fairness may be demonstrated by:

1. Making decisionsimpartially and objectively based on consistent application
of procedures and tax law;

2. Treating individuals equitably;

3. Being open-minded and willing to seek out and consider all relevant
information, including opposing perspectives,

4. Voluntarily correcting mistakes and refusing to take advantage of mistakes or
ignorance on the part of the owner; and

5. Employing open, equitable, and impartial processes for gathering and
evaluating information necessary for making decisions.

Factors to consider when evaluating evidence include the following:
1. Number and type of nhoncompliance issues,

2. Elements missing from the documentation,

3. Reasons why documentation isincomplete,

4. Availability of other information to substantiate compliance, and

5. Materiality of unsubstantiated documentation.
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Workpapers

Content and
Purpose

Required
Recordkeeping
and Retention
Provisions —
State Agencies

In the event that an owner provides clarification or evidence that the potential violation
does not exist, it is not necessary to report the incident to the IRS; i.e., the owner has
clarified that they are in compliance.

Workpapers are the state agencies written records that provide the principal support for
their project audits and the filing of Forms 8823. They should include al the information
needed to conduct the inspection/review, and document contacts with the owner, the
procedures applied, tests performed, information obtained, and the conclusions reached.
Workpapers serve the following purposes™

1. A record of the evidence gathered, procedures completed, tests performed, and analyses
conducted;

2. Provide support for technical conclusions;
3. Basisfor internal reviews by state agency management; and
4. Support for IRS audits of the owner’s tax returns.

State agency workpapers may be used by IRS examiners to support conclusions regarding
the accuracy of the owner’ stax return. These papers and other documentsin files may be
reviewed to help establish the scope and depth of an IRS audit, establish a pattern of
noncompliance, or provide evidence to support adjustments to the tax return. In some
cases, the workpapers may be the only evidence.

While there are no requirements for the form or style of workpapers or documentation,
workpapers should include certain “identifying” information to support IRS examinations.
Workpapers should include:

1. Identity of the owner of the building being reviewed,
2. Name (or initials) of person preparing the workpapers, and

3. Date the workpapers were prepared.

For monitoring compliance with low-income housing credit requirements, Treas. Reg.
81.42-5(a)(2)(i)(A) provides that a procedure for monitoring for noncompliance must
include the recordkeeping and record retention provisions of Treas. Reg. 81.42-5(b).

Under Treas. Reg. 81.42-5(e)(3)(ii), a state agency must retain the original records of
noncompliance or failureto certify for 6 years beyond the state agency’ sfiling of the
respective Form 8823. In all other cases, the state agency must retain the certifications and
records for 3 years from the end of the calendar year in which the state agency received the
certifications and records.

8 Internal Revenue Manual 4.10.9(3)

3-8
Revised January 2011



IRS agents can informally provide taxpayers with access to the workpapers associated with

Availability of
Workpapers to  their own audit that would otherwise be made available under the Freedom of Information
Owners Act. If consistent with the state’ s disclosure rules, similar access to the workpapers for the

compliance monitoring review can be helpful to owners; e.g., clarifying facts or preparing
relevant evidence to resolve issues.
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Definition

Chapter 4
Category 1la
Household Income Above
Income Limit upon Initial Occupancy

This category is used to report units that have been rented to households with incomes
that do not meet income eligibility restrictions. According to IRC 842(g)(1), an owner
of atax credit property must elect to serve tenant populations with gross incomes that
are either 50% or less of Area Median Gross Income (AMGI) or the National
Nonmetropolitan Median Gross Income (NNMGI) when applicable,' or 60% or less of
AMGI or NNMGI when applicable, as adjusted for family size.? The National
Nonmetropolitan Median Gross Income (NNMGI) is applicableif:

1. IRC 81400N(c)(4), Specia Rule for Applying Income Tests, is applicable. The
LIHC project was (1) placed in service during 2006, 2007, or 2008, (2) islocated
in the Gulf Opportunity Zone, and (3) in a nonmetropolitan area (as defined in
*|RC 842(d)(5)(B)(iv)(1V))*.

2. IRC 8§42(i)(8) is applicable.® The LIHC project islocated in arural area (as defined in
section 520 of the Housing Act of 1949) and the NNMGI is greater than the AMGI.
IRC 842(i)(8) is not applicable if the LIHC buildings are financed with tax-exempt
bonds.

Under the terms of an extended use agreement, an owner may agree to service tenant
populations at AMGI levels lower than identified in IRC 842(g); nonperformance of such
agreements is not a reportable noncompliance event.

Annual Household Gross Income is the gross income (with no adjustments or
deductions) the household anticipates it will receive in the 12-month period following
the effective date of the income certification. The combined income of all occupants of
aunit, whether or not legally related, is compared to the appropriate percentage of the
AMGI for afamily with the same number of members.*

If information is available on changes expected to occur during the year, that
information is used to most accurately determine the anticipated income from all known
sources during the year. Unanticipated income received after the household movesin
will not affect the original determination that a household is eligible for LIHC housing.

State agencies are required to review the low-income certifications, and the supporting
documentation, for the tenantsin asample of LIHC units.®> Therefore, the state agency
must review the initial income certification if the tenant moved in within the last year and
the most recent income recertification for continuing tenants. For state agency reviews

! See IRC §842(g)(4), 42(1)(8), 142(d)(2)(B) and 1400N(c)(4).
2 Note: Once made, this election isirrevocable and appliesto all low-income units. See IRC §842(g)(1) and 42(i)(3)(A)(ii).
% IRC §42(g)(8) is applicable for determinations made after July 30, 2008. See section 3004(f) of the Housing Assistance Tax Act of

2008.

* See Rev. Rul. 90-89, 1990-2 C.B. 8.
® See Treas. Reg. §1.42-5(c)(2)(ii)(A) and (B).
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conducted after July 30, 2008,° where the project is a 100% LIHC project and the owner
is not subject to the annual income recertification requirements, the state agency will
aways review theinitial income certification.”

Determining Income Limits (Area Median Gross Income)

Years Prior to To determine the appropriate household income limit figure, refer to the HUD-published

2009 table relating to “very low income,” which is an income level at or below 50 per cent of
the Area Median Gross Income (AMGI). HUD prepares tables and provides income
figures for family sizes ranging from one to eight persons.

If the owner elected the 40/60 minimum set-aside, then the published income figures for
the 50 per cent of AMGI should be multiplied by 1.2.% There should be no rounding of
these figures, as HUD has aready rounded to the nearest $50 in the tables.

Years Beginning with the release of AMGI tables for 2009°, HUD is providing a separate table
Subsequent to for IRC 88 42 and 142(d) housing projects, which HUD now collectively refersto as
2008 “Multifamily Tax Subsidy Projects’ (MTSP).

1. Thetablesarein the sameformat asin prior years. The column down the left-hand
side identifies the state and area within each state. From left to right, the columns
identify the income limits based on household size (1 to 8 persons).

2. Thetablesidentify the income limits at the 50% and 60% AMGI levels needed to
satisfy the minimum set-aside requirement. Asaresult, theinstructionsin Rev. Rul.
89-24 to compute 60% AMGI are no longer needed.

3. Inthose areas where the income limits did not decrease in 2007 and 2008 because of
HUD'’ s hold harmless policy, the tablesinclude a second set of income limits
identified as “HERA Special 50%" and “HERA Special 60%.” Theseincome limits
are applicable if the owner relied on the income limits provided by HUD to determine
the income limits applicabl e to the low-income project and determined whether
households were income qualified based on those income limits (adjusted for family
size) in either 2007 or 2008. If the project was in service, or placed in service during
2007 or 2008, the owner relied on the income limits provided by HUD and the HERA
specia income limits should be used.

8 For reviews conducted before July 31, 2008, if the owner received awaiver of the annual income recertification requirements, the state
agency reviewed theinitial income certification. See Rev. Proc. 2004-38, section 5.07, 2004-2 C.B. 10, and Rev. Proc.94-64, Section
4.05, 1994-2 C.B. 797. If noncompliance with the tenant income certification requirements was sufficiently serious, consideration was
given to revoking the waiver. Revocation was not required, but the Service would revoke the waiver at the state agency’ s request.

" See IRC §142(d)(3).

8 Rev. Rul. 89-24, 1989-1 C.B. 24

9 Section 3009 of the Housing Assistance Tax Act (HATA) amended IRC §142(d)(2) to add a new subparagraph E. IRC §142(d)(2) is
cross referenced in IRC 842(g)(4) and is equally applicable to qualified low-income projects under IRC 8§42.
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Households and Family Size

Asagenera rule, a“household” consists of all individuals (or tenants) residing in a unit.
To determine the household income limit, all applicable income standards are adjusted for
family size. For LIHC purposes, all occupants of a unit are considered in the
determination of family size except the following (refer to HUD Handbook 4350.3 for
complete discussion):*°

1. Live-inaides. A person who resideswith one or more elderly persons, near-elderly
persons, or persons with disabilities, and who is determined to be essential to the care
and well-being of the person(s); is not obligated for the support of the person(s); and
would not beliving in the unit except to provide the necessary supportive services.
While arelative may be considered to be alive-in aide/attendant, they must meet the
above requirements. The income of live-in aidesis not included in the household’s
income.

2. Foster children and foster adults. Foster children arein the legal guardianship or
custody of a State, county, or private adoption or foster care agency, yet are cared for
by foster parentsin their own homes under some kind of foster care arrangement with
the custodial agency. A foster adult is usually an adult with a disability who is
unrelated to the tenant family and who is unable to live alone.

3. Guests. A visitor temporarily staying in the unit with the consent of the tenant or
another member of the household who has expressed or implied authority to consent
on behalf of the tenant.

When determining family size for income limits, the owner must include the following
individuals who are not living in the unit:

1. Children temporarily absent due to placement in a foster home;

2. Childrenin joint custody arrangements who are present in the household 50% or more
of thetime. If disputed, determine which parent claimed the children as dependents
for purposes of filing afederal income tax return.

3. Children who are away at school but who live with the family during school recesses;

4. Unborn children of pregnant women (as self-certified by the woman);

5. Children who are in the process of being adopted;

6. Temporarily absent family members who are still considered family members if
approved to live in the unit. For example, the owner may consider a family member
who isworking in another state on assignment to be temporarily absent;

7. Family membersin the hospital, or arehabilitation facility, for periods of limited or

fixed duration are considered a family member. These persons are temporarily
absent; and

101 RC §142(d)(2)(B) refers to the income of individuals. The combined income of al occupants of an apartment, whether or not legally
related, is compared to the appropriate percentage of the median family income for afamily with the [same] number of members. See
Rev. Rul. 90-89, 1990-2 C.B. 8.
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8. Persons permanently confined to a hospital or nursing home. The family decidesif
such persons are included when determining family size for income limits. If the
family chooses to include the permanently confined person as a member of the
household, the owner must include income received by the confined person in
calculating family income.

Changes in Family Size

Changesin the size of an existing household after the initial tenant income certification

must also be addressed.
Family Size The addition of new member(s) to an existing low-income household requires the income
Increases certification for the new member of the household, including third party verification. The

treatment will depend on whether the building is a mixed-use or 100% LIHC building.

Mixed-Use Projects

For mixed-use projects, the new tenant’ sincome is added to the income disclosed on the
existing household’ s most recent tenant income certification.** The household continues
to beincome-qualified, and the income of the new member is taken into consideration
with the income of the existing household for purposes of the Available Unit Rule under
IRC 842(g)(2)(D). See Chapter 14.

Example 1: Additional Person Joins Household During the Y ear

Jim and his two children initially income qualified and moved into an LIHC
unit on March 1, 2005. The project is a mixed-use project consisting of one
building with 50 low-income units and 25 market rate units. The household
continued to qualify at the annual income recertification for 2006, 2007, and
2008. Jim then met Jane, and they decided to marry in October 2008. The
new couple would like to live in the LIHC unit Jim occupies. Jane completes
atenant income certification.

The certification effective date continues to be March 1, 2005 and the next
annual income recertification is due within 120 days before March 1, 20009.

If the household’ sincome, when Jane'sincome is added to the existing
household’ sincome as determined for the March 1, 2009 annual
recertification, exceeds 140 percent of the income limit (170 percent in deep
rent skewed projects), then the unit is an over-income unit and the Available
Unit Ruleis applicable.

M Under IRC §142(d)(3)(A) and Treas. Reg. §1.42-5(c)(iii), owners must obtain an annual income certification from each low-income
tenant if the low-income building is part of a mixed-use low-income project. Interim income recertifications are not required under
IRC 8§42.
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100% LIHC Projects

If the project isa 100% LIHC project,*? then the new tenant’s income is added to the
income disclosed on the existing household’ s original income certification.

Example 2: Owner is not Subject to Annual Income Recertification Requirement

Mary and her two daughtersinitially income qualified and moved into an
LIHC unit on March 1, 2005. The project isa100% LIHC project for which
the owner had awaiver of the income recertification under Rev. Proc. 94-64
for periods ending before August July 30, 2008. Mary never completed an
annual income recertification for 2006 through 2008, and under IRC
8142(d)(3), will not be required to complete an income recertification in the
future.

Mary met Bill and they decided to marry in October 2008. The new couple
would like to live in the LIHC unit Mary occupies. Bill completes a tenant
income certification and moves into the unit on October 25, 2008.

The certification effective date continues to be March 1, 2005, but no annual
income recertification is required. Since the owner will always rent the next
available unit to an income-qualified household as a low-income unit, the
Available Unit Rule will not be violated if the household’ s income, when
Bill’sincome is added to Mary’sincome at the time she moved in with her
daughters, exceeds 140 percent of the income limit (170 percent in deep rent
skewed projects).

Original Household No Longer Occupies Unit

A household may continue to add members as long as at |east one member of the original
low-income household continues to live in the unit. Once all the origina tenants have
moved out of the unit, the remaining tenants must be certified as a new income-qualified
household unless:

1. For mixed-used projects, the newly created household was income qualified,
or the remaining tenants were independently income qualified at the time
they moved into the unit.

2. For 100% LIHC buildings, the remaining tenants were independently
income qualified at the time they moved into the unit.

Example 3: Remaining Tenants Must be Income Qualified

Michael, an income-qualified individual, moved into a two bedroom LIHC
unit in amixed-used project on May 20, 2006. Jason joined the household in
October of 2007. At that time, Michael and Jason’s combined income was
below the limit for atwo person household. In January of 2008, Michael
moved out. Itisnot necessary for Jason to be certified as a new tenant.

12 The same rule applies if, before July 31, 2008, the owner received awaiver of the income recertification requirement under
Rev. Proc. 2004-28 or Rev. Proc. 94-64.
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However, if Michael and Jason’s combined income exceeded the income
limit for a two-person household in October of 2007, then Jason must be
certified as an income-qualified tenant when Michael moves out.

If a state agency determines that the tenants manipulated the income limitation
requirements, then the unit should not be treated as a low-income unit as of the date the
household initially occupied the unit.

Example 4: New Tenants Manipulated Income Limitations

Anincome-qualified household consisting of one person moved into atwo
bedroom unit on March 15, 2005. A second tenant completed an initial
income certification and joined the household soon thereafter. The combined
income of the two tenants is above in income limit for a household with two
members. The unit is out of compliance as of March 15, 2005.

Family Size Decreases in family size do not trigger the immediate income certification of a new

Decreases household. Subsequent annual income recertifications will be based on the income of the
remaining members of the household. If the remaining household’'sincome is more than
140 percent (170 percent in deep rent skewed projects) of the income limit at the time of
the annual income recertification, then the Available Unit Ruleis applicable™

Example 1: Member of the Household L eaves

A married couple, with their two children, was initially income qualified and
occupied athree bedroom unit. After four years, the oldest child, now 18
years old, moves out of the unit. It is not necessary to certify the remaining
household as a new household. If the household'sincome exceeds 140
percent of the income limit (170 percent in deep-skewed projects) for a
family with three members at the next income recertification, the Available
Unit Ruleis applicable.

Example 2: Unborn Children

A household was originally income qualified based on the inclusion of
an unborn child. Four months later, the pregnancy ended in miscarriage.
It is not necessary to certify the remaining household as a new tenant at
the time of the miscarriage. If the income of the remaining household
members exceeds 140 percent of the income limit (170 percent in deep
rent-skewed projects) at the next income recertification, the Available
Unit Ruleis applicable.

13 See the legislative history for IRC §42, which notes that if the tenant’s income increases to alevel more than 140 percent above the
otherwise applicable ceiling (or if the tenant’ s family size decreases so that a lower maximum family income applies to the tenant), that
tenant is no longer counted in determining whether the project satisfies the set-aside requirement. The explanation continues, stating that
there is no penalty in such casesif the Next Available Unit Ruleis applied.

4-6
Revised January 2011



Verifying Income and Assets

Owners must verify all known income and assets that affect eligibility. However, if the
total assets for a household are $5,000 or less, the applicants may satisfy the asset
requirement by signing a statement attesting to such fact.**

Acceptable methods of verifying information include third party verifications, reviews of
documents submitted by the tenant (such as check stubs), and tenant certifications made
under penalties of perjury.’

Third party contacts are preferred. Owners should obtain the tenant’ s consent for the
release of information before contacting third parties. Verification forms should be
directly sent to and received from third parties. If third party contacts are by telephone or
interview, the conversation should be documented in the tenant’ s file and include all the
information that would have been included in awritten verification. The owner may
obtain acceptabl e third party written verification by facsimile, e-mail, or Internet.

Owners can accept tenant-provided documents (e.g., pay stubs, Forms W-2, bank
statements, etc.) when third party contacts are impossible or delayed, or third party
verifications are not needed (e.g., birth certificates or divorce decrees).™

There will be situations where it will be difficult to estimate income. For example, the
tenant may work sporadically or seasonally. In such cases, owners are expected to make a
reasonable judgment as to how to the most reliable approach to estimating what the tenant
will receive in the coming year.

Determining Annual Income

Household income is defined as the gross income (with no adjustments or deductions) the
household anticipatesit will receive in the 12-month period following the effective date of
the househol d' s certification of income.”” If the household’ s income cannot be
determined based on current information because the household reports little to zero
income, or income fluctuates, income may be determined based on actual income
received or earned within the |ast twelve months before the determination.*®

Income includes, but is not limited to, earned and unearned income from all household
members age 18 and older (adults, including foster adults'), unearned income of minor
children and foster children® under the age of 18, and income from assets. Emancipated
minors, persons under the age of 18 who have entered into a lease under state law, are
treated as adults.

! Rev. Proc. 94-65, 1994-2 C.B. 798

'3 Treas. Reg. §8 1.42-5(b)(vii) and 1.42-5(c)(1)(iii)

18 Third party contacts are considered impossible if an employer does not respond, third party charges a fee, or no third party isavailable.
Generaly athird party contact is considered delayed if a response will not be received within two weeks, but can be less it is determined
that the third party will not respond.

17 Asexplained in Treas. Reg. §1.42-5(b)(vii), gross income for purposes IRC §42 is not gross income for purposes of determining a
federal income tax liability.

18 74 FR 4841-4842, regulatory changes to 24 CFR 5.609

19 Effective August 1, 2009.

2 Effective August 1, 2009.
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The treatment of a student’sincome is dependent on the age of the student, the type of
income, and the status of the student within the household. It doesn’'t matter whether the
student isliving with the household or is away at school.

1. If thefull-time student is 18 years of age or older and is the head of the family, spouse
or co-head, all incomeisincluded.

2. If thefull-time student is 18 years of age or older and a dependent, only the lesser of
actual earned income or $480 isincluded, along with unearned income and income
from assets.

3. If thefull-time student is aminor (under the age of 18), then only unearned income
and income from assets isincluded. No income from employment is counted.

The treatment of educational scholarships and grantsis discussed later in this chapter.

As noted in Chapter 5 of HUD Handbook 4350.3, “In al instances, owners are expected
to make a reasonable judgment as to the most reliable approach to estimating what the
tenant will receive during the year.”#

Common sources of income are discussed below. Refer to HUD Handbook 4350.3,
Chapter 5, for additional information.

Employment Employment income includes (but is not limited to) hourly wages, salaries, overtime pay,

Income tips, bonuses, and commissions before any payroll deductions. Paymentsin lieu of
employment income are al so included; e.g., workers compensation, severance pay,
unemployment and disability compensation. Earned income from employment of
children (including foster children) is excluded.

Maximum benefits and annualized payments should not be used unless the source of
funds is expected to continue throughout the certification period or for an indeterminable
length of time. For example, if the third party does not indicate the length of time for
which the tenant will be receiving a certain income, then the income should be
annualized. Inthe event that the family cannot provide documentation that accessto a
specific source of income isfor alimited and determinable time period, the benefits
should be considered to be available for an indefinite time period and annualized.

Example 1: Benefits for Indefinite Time Period
John works as atelemarketer for $9.00 an hour, 40 hours aweek. He does
not work overtime, has no other source of income, and is not planning to

leave hisjob. His anticipated incomeis computed as:

($9.00/hour) x (40 hours/week) x (52 weeks/year) = $18,720/year

ZThe HUD Handbook 4350.3, Chapter 5, paragraph 5-5(C)

4-8
Revised January 2011



Example 2: Benefits for Definite Time Period

A teacher’s assistant works nine months annually and receives $1,300 per
month. During the summer recess, the teacher’ s assistant works for the
Parks and Recreation Department for $600 a month. The teacher’s
assistant’ s anticipated income is computed as:

(%$1,300 x 9 months) + ($600 x 3 months) = $13,500

If information is available on changes in income expected to occur during the year, use
that information to determine the total anticipated income from all know sources during
the year. #

Example 3: Anticipated Changesin Income

In May 2004, an unemployed plumber applies for LIHC housing. At that
time, the plumber is receiving unemployment benefits of $250.00 per month
and will qualify for benefits for 4 more months.?® Beginning in October, the
plumber will be employed at $1,000 per month. The plumber’s anticipated
income is computed for the period from May to September, 2004 plus the
income for October 2004 through May 2005.

($250.00 x 5 months) + ($1,000 x 7 months) = $8,250

Owners are expected to make reasonabl e judgments regarding the most reliable method
for estimating the income a household will receive during the year. If the tenant’sincome
cannot be determined using current information, the owner may include actual income
received or earned within the 12-month period before the determination of annual income.

Example 4. Sporadic Employment

Justine is disabled and not always able to work full-time. She has income
from disability insurance and a family trust, and also works as atypist with a
temporary agency when sheiswell. Last year she worked nearly six
months, but at the time she applies for an LIHC apartment, she has more
medical problems and does not know when or how much she will be able to
work.

Because Justine is not working at the time of the certification and actual
income from her sporadic employment as a typist cannot be reasonably
determined, the income earned during the six-month period in the prior year
should be included in the income certification.

NOTE: An owner must make areasonable judgment. The prior year's
income should not be used to estimate Justine' s future income if she can
provide sufficient documentation that her earning capabilities have changed,;

2 gee Footnote #2.
% The HUD Handbook 4350.3, Chapter 5, paragraph 5-5(A)(1) refers to unemployment compensation as an example of income that may
not last for afull 12 months.
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Military
Employment

e.g., her contract with the temporary agency has been terminated.

Payments received under the Domestic Volunteer Service Act of 1973 are excluded from
income. Thisincludes employment through VISTA, Retired Senior Volunteer Program,
Foster Grandparents Program, youthful offender incarceration alternatives, and senior
companions. Payment received under Title V of the Older Americans Act (Green Thumb,
Senior Aides, Older American Community Service Employment Program) is also
excluded.

Military employment may include (but is not limited to) base and longevity pay,
proficiency pay, seaand foreign duty pay, hazardous duty pay, subsistence and clothing
allowances. All these areincludable in income. Hostile fire pay, however, is excluded
fromincome. Note: atemporarily absent individual on active military duty must be
removed from the family and his or her income must not be included in the computation
of household income, unless (1) that person is the head of the family, spouse, or co-head
or (2), the spouse or a dependent of the person on active military duty resides in the unit.

Military Basic Housing Allowance

Military basic housing allowances are also included in income. However, under IRC
§142(d)(2(B)(ii),* military basic housing allowances are not included in household
income if the low-income building is located in any county, or adjacent county, in which
islocated aqualified military installation. A qualified military instalation is any military
installation or facility to which:

1. not lessthan 1,000 members of the Armed Forces are assigned, and

2. the number of members of the Armed Forces assigned to units based out of such
qualified military installation, as of June 1, 2008 has increased by not less than 20
percent, as compared to such number on December 31, 2005.

Qualifying military bases are identified in Notice 2008-79.2 Thelist is not meant to be
exclusive and any qualified military installation which satisfies the percentage
requirements of IRC 8§142(d)(2)(B)(iii)(1) would be eligible to receive similar treatment
regardless of its failure to be included in Notice 2008-79 or any subsequent updates.

Colorado — U.S. Air Force Academy

Hawaii — Fort Shafter

Kansas — Fort Riley

Maryland — Annapolis Naval Station (including U.S. Naval Academy)
South Carolina— Fort Jackson

Texas — Fort Jackson and Fort Hood

Virginia— Dam Neck Training Center Atlantic

Washington — Naval Station Bremerton

N~ WDNE

2 |RC §142(d)(2)(B)(ii) was added under section 3005(a) of the Housing Assistance Tax Act of 2008.

% Notice 2008-79, 2008-40 |.R.B. 815. The IRSwill update the list if it receives additional information indicating that other military
installations should receive the same treatment. Owners may rely on thislist for income determinations made after July 30, 2008 and
before any successor list is published.
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Income from
Training
Programs

The exception under IRC 8§142(d)(2)(B)(ii) appliesto:

1. determinations of income made after July 30, 2008 and before January 1, 2012, if (1)
the IRC §42 credits were allocated on or before July 30, 2008 or, (2) if financed
with tax-exempt bonds, the building was placed in service before July 30, 2008, but
only if the bonds were issued before July 30, 2008.

2. determinations of income made after July 30, 2008 if (1) the IRC 842 credits were
allocated after July 30, 2008 and before January 1, 2012, or (2) if financed was tax-
exempt bonds, the building is placed in service after July 30, 2008 and before
January 1, 2012, but only if the bonds were issued after July 30, 2008 and before
January 1, 2012.

The low-income building owner is responsible for documenting that the exception under
IRC 8142(d)(2)(B)(ii) is applicable.

Deployment of Military Personnel to Active Duty

Owners are encouraged to accommodate the unique circumstances of households where a
member is called to active duty in the Armed Forces. Specific actions that owner can take
and remain in compliance include, but are not limited to:

1. Allow aguardian to move into the low-income unit on atemporary basisto provide
care for any dependents the military person leavesin the unit. The guardian’sincome
is not included in the household’' sincome.

2. Allow atenant living in alow-income unit to provide care for any dependents of
persons called to active duty in the Armed Forces on atemporary basis aslong asthe
head and/or co-head of the household continues to service in active duty. Income of
the dependent (e.g., SSI benefits, military benefits) is not included in the household’s
income.

3. Allow leasesto remain in effect for a reasonable period of time without recertification
(if required) depending on the length of deployment beyond that required by the
Soldiers’ and Sailors' Civil Relief Act of 1940, 50 U.S.C. §8501-591, even though the
adult members of the military family are temporarily absent from the assisted unit.

Compensation from state or local employment training programs or training of afamily
member as resident management staff is not included in income. Income from training
programs not affiliated with alocal government and income from the training of afamily
member resident to serve on the management staff are also excluded. Amounts excluded
by this provision must be received under employment training programs with clearly
defined goals and objectives, and are excluded only for alimited period as determined in
advance under the program by the state or local government.

Amounts received under training programs funded by HUD are not included in income.
Similarly, payments received under programs funded in whole or in part under the
Workforce Investment Act (WIA —formerly the Job Training Partnership Act) are
excluded from income. These are employment and training programs for Native

% The date of allocation is the date the allocating document under IRC §42(h) is signed.
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Income from a
Business

Americans and migrant and seasonal farm workers, Job Corps, veterans employment
programs, state job training programs, career intern programs, and AmeriCorps. Amounts
received by a person with adisability that are disregarded for alimited time for purposes
of supplemental security income eligibility and benefits because they are set-aside for use
under a Plan to Attain Self-Sufficiency (PASS) are excluded from income.

Excluded compensation includes stipends, wages, transportation or childcare payments
received, or reimbursements of out-of-pocket costs and which are made solely to allow
participation in a specific program. Income received as compensation for employment is
excluded only if the employment is a component of ajob-training program. Once training
is completed, the employment income is included in the computation of annual income.
Amounts received during the training period from unrelated sources (public assistance,
social security payments, other employment) are not excluded from income.

The net income from the operation of a business, profession, or sole proprietorship
businessesisincluded inincome. Net incomeis grossincome less business expenses,
interest on loans, and depreciation computed on a straight-line basis. Salaries paid to the
applicant or other household members from the business must also be identified and
included inincome. In addition, cash and assets withdrawn by family members must be
included in income except when the withdrawal is a reimbursement of cash or assets
invested in the business.

Business expenses do not include principal payments on loans, interest on loans for
business expansion or capital improvements, or other expenses for business expansion or
outlays for capital improvements.

If the net income from a business is negative, it must be counted as zero income. A
negative amount cannot be used to offset other family income.

Example 1. Negative Income from Sole Proprietorship

John and Mary, amarried couple, apply for LIHC housing. John operates a
sole proprietorship business; the net income from the business after expenses
last year was -$3,500. Mary earns $27,000 each year as an employee, as
shown on the W-2 from her employer. The household’s incomeis $27,000.
The $3,500 |oss generated by John’ s business cannot be used to offset

Mary’ s wages.

Income from a sole proprietorship can be estimated by reviewing the individual’s prior
year tax returns and Schedules C. If necessary, the owner can ask the potential tenant to
provide a signed Form 8821, which will allow the owner to verify the information with
the IRS. Note: A tax return must befiled for all self-employed individuals who operate
sole-proprietorship businesses or otherwise report income on Schedule C, regardless of
whether the taxpayer isreporting a profit or aloss. If the person isnot eligible to get an
SSN, which is needed to file atax return, an individual taxpayer identification number
(ITIN) can be obtained using IRS Form W-7.
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Example 2: Using the Prior Year Tax Return

A potential LIHC tenant is self-employed and expects the business to
continue indefinitely. The potential tenant submitted the tax return for the
last year. The net income from the sole proprietorship was $13,000. The
$13,000 figure can be used as income anticipated for the next 12 months.

Alternatively, the potential tenant can annualize income from self-employment for the
current year business activity based on the number of full monthsin business. The
formulais:

(Net Income Year to Date) x 12 Months
Number of Months in Business during the Current Y ear

Example 3: Annualized Current Y ear Self-Employment Income

In September, a potential tenant prepared a Schedule C showing the income
and expenses for the current year, from January 1 through August 31, using
the tax form from the prior year. To date, the potential tenant has net income
of $24,000. The anticipated income is determined by multiplying $24,000 by
12/8, which equals $36,000. Thisis an acceptable estimate of future
earnings.

Officein the Home

A low-income tenant may use a portion of alow-income unit exclusively and on aregular
basis as a principle place of business, and claim the associated expenses as tax deductions,
aslong asthe unit is the tenant’s primary residence. If the tenant is providing daycare
services, the tenant must have applied for (and not have been rejected), be granted (and
gtill have in effect), or be exempt from having alicense, certification, registration, or
approval as a daycare facility or home under state law. For more information, refer to
Form 8829, Expenses for Business Use of Y our Home, the form’ sinstructions, and
Publication 587, Business Use of Y our Home (Including Use by Daycare Providers).

Example 4. Use of Residential Rental Unit as Home Office

A self-employed bookkeeper wishes to rent a two bedroom unit and
intends to use one bedroom as her principle place of business; i.e., to
provide bookkeeping services. She provides her tax return for the last
year, which includes a Schedule C, as verification of her income. The
Schedule C includes an “ office expense” for her home officein aprior
residence. There'saso aForm 8829 included with the return.

Income from Rental property may be real estate or personal property such as equipment or vehicles.
Rental Property,  The tenant may have income from enterprises doing business as partnerships or s-
Partnerships, corporations, or receive royalties for copyrights or patents.

S-Corporations,
and Royalties

Assets There isno limit on the amount of assets a household may hold and a household is not
required to convert an asset to cash.
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Assets include bank accounts, trusts, stocks and bonds, the surrender value of life
insurance policies, and cash kept in safety deposit boxes or at home. One time, lump sum
distributions are considered assets; e.g., inheritances, capital gains, victim’s restitution
and settlements on insurance claims. Lottery winnings paid in one lump payment are
treated as assets. Lottery winnings paid in periodic payments must be counted as income.
Lump sum payments of deferred periodic payments of supplemental security income and
social security benefits are also considered assets.

For non-cash assets held for investment, the cash value is the net amount the household
would receive if the assets were converted to cash. The cash value is the market value, or

the amount another person would pay to acquire the asset, less the cost to turn the asset
into cash.

Assets do not include necessary persona items such as clothes, furniture, cars, wedding
rings, or vehicles specially equipped for persons with disabilities. Assetsusedina
business are not assets included in the computation of the tenant’ sincome. If an asset is
held in the tenant’ s name, but the income generated by the asset accrues to someone who
is not amember of the household and the other person is responsible for income taxes on
the accrued income, then the asset is not included in the tenant’ s income.

Lump-sum additions to the household’ s assets, such as inheritances, insurance proceeds
(including payments under health and accident insurance and worker’ s compensation),
capital gains, and settlements for personal or property losses are excluded from income.

Example 1: Exhausting an Asset

A tenant receives alump sum inheritance of $12,000 and deposits the
money in asavings account. The asset is disclosed and the income

from the asset correctly accounted for at the time of the initial income
certification. The tenant subsequently withdraws $1,000 each month

to pay personal living expenses. A year later, when the annual income
recertification is completed, the bank account balance is zero.

The monthly withdraws retain their character of an asset; i.e., they are not
considered income. There is no need to include the bank account as an asset
in subsequent annual income recertifications since the balance is zero.

Assets disposed of for less than fair market value within two years of the effective date of
atenant’sinitial certification or recertification, including assets placed in irrevocable
trusts, are included *as an asset in the determination of the tenant’sincome.* Assetsare
considered to be disposed of for less than fair market value if the cash value of the assets
disposed of exceeds the gross amount the tenant received by more than $1,000.

Example 2: Tenant Disposed of Assetsfor Less Than Fair Market Value

During April of 2009, Jackson Jones gave each of his three children $500.
In September of 2009, he applied for low-income housing. Because the total
($1,500) exceeds the $1,000 limit, the gifts are treated as assets disposed of
for lessthan fair market value and are included as income on his application.

Note: The gifts should also be reported asincome for the 2010 income
recertification if the low-income unit isin a mixed-use building. See
Chapter 14 for details.
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Income from
Investments

Contract Sales
of Real Estate
Assets

Do not include assets disposed of for less than fair market value as the result of a
foreclosure, bankruptcy, or divorce or separation agreement if the applicant or tenant
receives val uable consideration not measurable in dollars.

Assets must be verified, the income generated from assets must be determined, and the
income included in the computation of the household’ sincome.

1. If thetotal cash value of ahousehold’ s assets is more than $5,000, imputed income
must be calculated using the current HUD passbook rate”” and the greater of the actual
income or imputed income must be included in the household' sincome. Refer to the
HUD Handbook 4350.3, paragraph 5-7F, for the passbook rate, which is currently set
at 2%.

2. If thetotal cash value of the household' s assetsis $5,000 or less, the actua income the
tenant receives from assets is the amount included in annual income as income from
assets. An owner may satisfy asset verification requirements by annually obtaining a
signed, sworn statement from the tenant certifying that the tenant’ s net family assets
are $5,000 or less and disclosing the tenant’s annual income from net assets. Owners,
however, may not rely on alow-income tenant’ s signed, sworn statement of income
from assetsif areasonable person® in the owner’s position would conclude that the
tenant’ sincomeis higher than the amount presented by the tenant. In such cases, the
owner must obtain other documentation of the low-income tenant’ s annual income
from assets to satisfy documentation requirements.”®

Stocks, bonds, Treasury hills, certificates of deposit, mutual funds, and money market
accounts are assets. Interest or dividends earned are included as income even when the
earnings are reinvested.

Example 1: United States Savings Bonds

A potential tenant buys a United States savings bond for $50 each month
through a savings program offered by his employer. At the time of his
application for housing, heis holding 18 bonds, which have aface value of
$931; i.e., $900 investment and $31 accumulated interest. The savings
bonds are included as assets and the anticipated interest that will be earned is
included as income even though the interest is added to the value of the
bond.

A tenant may sell real estate using an installment contract (or similar agreement) that
provides a stream of payments over aperiod of time. A portion of the payment will be
applied to the principal and a portion will be interest income. The interest should be
included in income; the outstanding principal as the effective date of the certification is

27 projects receiving atax credit allocation for rehabilitation of USDA Rural Development properties typically use the USDA Rural
Development passbook rate if imputed interest must be included in the income computation.

% The “reasonable person” concept is part of the definition of due diligence. Due diligence is defined (Black's Law Dictionary [6™ ed.
1990]) as. “Such measure of prudence, activity, or assiduity, asis properly to be expected from, and ordinarily exercised by, a
reasonable and prudent person under the particular circumstances; not measured by any absol ute standard, but depending upon the
relative facts of the special case.” In short, the due diligence standard is ajudicially created test to determine the adequacy of the efforts
exerted throughout all phases of any activity.

 See Rev. Proc. 94-65, 1994-2 C.B. 798.
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Periodic Social
Security
Payments

Periodic

Payments,
Retirement
Accounts,
Annuities,
and Trusts

considered an asset. The value of the asset will decrease over time as the loan is repaid.

The gross amount of periodic Social Security payments, before deductions, isincluded in
income. Payments received by adults on behalf of individuals under the age of 18 or by
individuals under the age of 18 for their own support are also included.

When social security or SSI benefit incomeis paid in alump sum as aresult of deferred
periodic payments, that amount is excluded from income.

The full amount of periodic payments from annuities, insurance policies, retirement
funds, pensions and disability or death benefitsisincluded in income. Examples of
periodic payments include Black Lung Sick benefits, Veterans Disability, Dependent
Indemnity Compensation, and payments to the widow of a serviceman killed in action.
Payments from long-term care insurance (in excess of $180 a day) are included in income.

Federal government/Uniformed Services, state, local government, social security or
private pension funds are not included in income if paid directly to aformer spouse
according to the terms of a court decree of divorce, annulment or legal separation.
However, if atenant isthe former spouse and is receiving any amounts pursuant to a court
ordered settlement in connection with a divorce, annulment of marriage, or legal
separation (reflected on a Form 1099), the amount isincluded in the tenant’ s income.

Retirement Accounts

Balancesin Individual Retirement Accounts (IRAS), 401K’s, Keogh plans and similar
retirement savings accounts are considered assets if the money is accessible to the
household.

1. For employed individuals, accessible amounts are considered assets even if
withdrawal would result in a penalty; however, amount that are accessible only if the
individual isretired are not included.

2. For employed individuals, include only the amount that can be withdrawn without
retiring or terminating employment.

3. After retirement, the amount received as alump sum is considered an asset.
Any retirement benefits received as periodic payments are included in annual income.
Annuities

If amember of the household is receiving annuity payments and is not able to withdraw
the balance as alump sum of cash, the payments are treated as income and no calculation
of income from an asset is made. If the balance of the annuity can be withdrawn, the
annuity istreated as an asset. In addition to the income earned from the annuity, the cash
value of the annuity must also be determined.

The cash valueis the full value of the annuity, minus any surrender (or withdrawal)
penalty, minus any taxes and tax penalties that would be due, and is the value used to
compute the imputed income of the household' s assets. The actual income is the balance
in the annuity multiplied by the percentage at which the annuity is expected to grow over
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Public
Assistance

the coming year.
Trusts

1. If any member of the household has the right to withdraw the funds in the account,
the trust is considered an asset and treated as any other asset. The cash value of the
trust is added to total net assets. The actual income received is added to actual
income from assets.

2. If only the income, but none of the principal, is currently available to a member of the
household, the income is counted in annual income, but the trust in not included in
the calculation of income from assets.

3. If no member of the household has access to either the principal or income of atrust,
the trust is not included in the calculation of income from assets or in annual income.

4. If amember of the household receives a portion of the trust’s principal on aregular
basis, the payments are included in annual income.®

If amember of the household creates a nonrevaocable trust for the benefit of another person
while residing assisted housing, the trust is considered an asset disposed of for less than
fair market value.

1. If thetrust’sincomeisregularly reinvested in the trust, the value of thetrust is
calculated as any other asset disposed of for less than the fair market value for two
years and not taken into consideration thereafter.

2.  If the household member continues to receive income from the trust, the incomeis
added to annual income and the trust is counted as an asset disposed of for less than
the fair market value for two years. Thereafter, only the actual income distributed
from the trust in included in income.

Documentation

Benefit letters or annual statements prepared by third parties are sufficient documentation.
Verification may also include bank statements noting the transfers of funds.

Amounts specified for shelter and utilities should be separately stated. They may be
excluded from income. Special computations are needed; consult the HUD Handbook
4350.3 for details.

Example 1: Utility Allowance is Greater than Tenant’s Portion of Rent

Under HUD' s section 8 program, the portion of the rent paid by the
household is calculated as a percentage of the household’ s monthly income
and subtracting a utility allowance if the household pays utilities, In some
cases, the utility allowance will be greater than the household’ s portion of the
rent and the households will receive a utility reimbursement to assist in
meeting utility costs. The reimbursement is not included in income.

%0 See HUD Manual 4350.3, Chapter 5, section 5-6(G)(1)(b)(5).
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Recurring Gifts,
Grants and
Contributions

Educational
Scholarships or
Grants

Payments, rebates or credits received under the Federal Low-Income Home Energy
Assistance Program are excluded from income. Also exclude any winter differentials
given to the elderly.

Special calculations of public assistance income are required for as-paid state, county or
local public assistance programs. Consult the HUD Handbook for detailed instructions.

Regular, recurring monetary and nonmonetary gifts or contributions to residents from
persons not living in the unit must be included inincome. This can include the payments
of billson behalf of aresident. For example, if aparent or family member will be paying
aresident’ s utility bill each month directly to the utility company, those payments are still
counted asincome for the tenant. However, the value of groceries provided by someone
outside the household, and the food portion of public assistance, even if provided
routinely, is not included.

Example 1. Use of Vehicle

A tenant uses her ex-husband’ s car to transport their son to medical
examinations conducted on aregular basis. Thetitleto the car isin the ex-
husbhand’ s name, he makes the car payment, and heis responsible for
maintenance.

The use of the car should not be considered a regular non-cash contribution to
the household unless the tenant has exclusive use of the vehicle.

Grants received specifically for medical expenses, set aside for use under a Plan to Attain
Self Sufficiency (PASS) and excluded for purposes of Supplemental Socia Security (SSI)
eligibility, or for out-of pocket expenses for participation in publicly assisted programs
(expenses include the costs for special equipment, clothing, transportation, child care,
etc.) are excluded.

Generally, “amounts’ paid directly to a childcare provider by persons not living in the
unit for atenant’s childcare are not included in income. This exclusion isbased on a
handbook interpretation of reimbursed childcare expenses under the definition of
Adjusted Income and it’ s bearing on Annual Income. See 24 CFR Parts 813.1, 215.1, and
236.1. Inrelevant part, the regulations define childcare expenses to include “amounts to
be paid by the family for [child car€]...to the extent [they are] not reimbursed.”

Handbook 4350.3 indicates that childcare expenses that are not reimbursed are not
included as annua income. However, if such childcareis paid by a non-custodial parent
inlieu of all, or part, of child support payments, then it should be included in income.

The treatment of educational scholarships or grantsis dependent on whether the student is
receiving Section 8 assistance.

Not Receiving Section 8 Assistance

All forms of student financial assistance, no matter how it is used, are excluded from
annual income. Financia assistance includes grants, scholarships, educational
entitlements, work study programs, and financial aid packages. It doesn’'t matter whether
the assistance is paid to the student or directly to the educational ingtitution.
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Receiving Section 8 Assistance

All financial assistance received from the following sources in excess of tuitionis
includable in income.

1. TheHigher Education Act Assistance under the Higher Education Act of 1965,
including Pell Grants, Federal Supplemental Educational Opportunity Grants,
Academic Achievement Incentive Scholarships State assistance Partnership Program,
the Robert G. Byrd Honors Scholarship Program, and the Federal Work Study
programs.

2. Private sources (nongovernmental) of assistance, including assistance provided by a
parent, guardian or other family member, whether residing within the family in the
section 8 assisted unit or not, or from other persons not residing in the unit.

3. Ingtitutions of higher education, when the specific institution and scholarship amount
arereferenced. Aninstitution of higher learning provides education beyond high
schooal (or equivalent), is accredited (or has reaccreditation status), islegaly
authorized to provide a program of education beyond the high school level, awards a
bachelor’ s degree or provides atwo-year program that is acceptable for full credit
towards such adegree, The institution may be public or nonprofit.

Institutions of higher education also includes any school providing education beyond
high school (or equivalent),that is accredited (or has reaccreditation status), islegally
authorized to provide a program of education beyond the high school level, which
provides not less than a one year program of training to prepare students for gainful
employment in arecognized occupation. The institution may be public or nonprofit.

Finally, an institution of higher learning includes public and nonprofit private
educational ingtitutions in any state that, in lieu of providing education beyond high
school, admits students who are beyond the age of compulsory school attendance in
the state in which the institution is located.

Financial assistance received from one of the sources above, in excess of tuition, is not
includable in income if either of the two following exceptions is applicable:

1. The student is over the age of 23 with dependent children, or

2. Thestudent isliving with his or her parents who are applying for, or receiving,
Section 8 assistance.

Financial assistance does not include loan proceeds for the purpose of determining

income.*
Temporary, Irregular, nonrecurring monetary gifts or contribution to resident are not included in
Nonrecurring, or  income.
Sporadic
Income

31 See 20 U.S.C. 10001 et seq.
%2 page 18146, Federal Register Vol. 71
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Alimony or Child  Alimony or child support that is court ordered or supported by a written agreement should

Support

Unearned
Income of Minor
Children

Resident
Services
Stipend

Items Excluded
from Income
(Miscellaneous)

be included in income unless the recipient certifies that the funds were not received and
reasonabl e efforts have been made to collect the amount due, including filing with courts
or agencies responsible for enforcing payments. When no documentation of child support,
or alimony stipulated in a divorce decree or separation is available, the owner may require
the family to sign a certification stating the amount received. The certification must be
notarized. Documentation of the collection efforts made may be requested.

A signed, sworn self-certification by atenant is sufficient documentation under Treas.
Reg. 8§1.42-5(b)(1)(vii) to show that atenant is not receiving child support payments and
is consistent with the documentation requirements in Rev. Proc. 94-65.% In addition to
specifying that atenant is not receiving any child support payments, an annual signed,
sworn self-certification should indicate whether the tenant will be seeking or expects to
receive child support payments within the next 12 months. If the tenant possesses a child
support agreement, but is not presently receiving any child support payments, the tenant
should include an explanation of this and all supporting documentation; i.e., adivorce
decree or court documents. Also, the self-certification should indicate that the tenant will
notify the owner of any changes in the status of child support.®*

A state agency monitoring procedure, however, may not permit an owner to rely on alow-
income tenant’ s signed, sworn statement indicating that the tenant is not receiving child
support payments if a reasonable person in the owner’ s position would conclude that the
tenant’ sincome is higher than the tenant’ s represented annual income. In this case, the
owner must obtain other documentation of the low-income tenant’ s annual child support
payments to satisfy the documentation requirement in Treas. Reg. 81.42-5(b)(1)(viii).

A state agency’ s monitoring procedure may require that an owner obtain documentation,
other than the statement described above, to support alow-income tenant’s annual
certification of child support payments.

Any unearned income of children under the age of 18 isincluded inincome. Thisisany
income other than employment income; e.g., interest income from bank accounts or
dividends from mutual funds held in their name. Unearned income of minor children
should be included even if the child is temporarily absent.

Resident service stipend is a modest amount received by aresident for performing a
service for the owner, on a part-time basis, that enhances the quality of lifeinthe LIHC
housing. Such servicesinclude, but are not limited to, fire patrol, hall monitoring, lawn
maintenance, and resident initiatives coordination. If the resident stipend exceeds $200 a
month, the stipend isincluded in income. If the stipend is $200 or less, the stipend is
excluded from income.

This section includes a description of miscellaneous sources of funds and how they should
be treated for purposes of determining the household’sincome. Refer to HUD Handbook
4350.3, Chapter 5, and Exhibit 5-1 for additional information.

B The signed, sworn self certification under Rev. Proc. 94-65 is equivalent to the notarized certification under HUD Handbook 4350.3,
Chapter 5, paragraph 5-6E. See also paragraph 5-13D.
34 See Rev. Rul. 2004-82, Q& A #12, 2004-2 C.B. 350.

4-20
Revised January 2011



10.

11.

12.

Lunches and food received through food programs such as Women, Infants and
Children (WIC), amounts received under the School Lunch Act, Meals on Wheels,
food stamps, are not included in income.

Amounts paid to afamily to offset the costs of services or equipment needed to keep a
developmentally disabled family member at home are excluded.

By Federal statute, the value of food stampsis not included in income.

Amounts received by the household that are specificaly for, or in reimbursement of,
the cost of medical expenses for any member of the household are not included in
income.

Adoption assistance payments in excess of $480 per adopted child are not included in
income.

Payments received for the care of foster children or foster adults are not included in
income.

Personal loans, since they must be repaid, are not included in income.

Amounts received by the household in the form of refunds or rebates under state or
local law for property taxes paid on the dwelling unit are not included in income.

Reparation payments paid by a foreign government pursuant to claims filed under the
laws of that government by persons who were persecuted during the Nazi era are not
included inincome. Examples include payments by the German or Japanese
governments for atrocities committed during the Nazi era.

Any amount of crime victim compensation (under the Victims of Crime Act) received
through crime victim assistance (or payment or reimbursement of the cost of such
assistance) as determined under the Victims of Crime Act because of the commission
of crime against the applicant under the Victims of Crime Act (42 U.S.C. 10602) is
not included in income.

Income from assets, and amounts received on behalf of, someone who does not
reside in the household are not included in income, as long as (1) the amounts are

not intermingled with the household’ s funds and (2) the amounts are used solely to
benefit the person who does not reside within the household. For such amounts to be
excluded from income, the individual must provide the owner with an affidavit
stating that the amounts are received on behalf of someone who does not reside with
the family and that the amounts meet the conditions stated above.

Interests of individual Native Americansin trust or restricted lands, and the first
$2,000 per year of income received by individual Native American that is derived
from atrust or restricted lands are not included in income. Amounts received under
the Maine Indian Claims Settlement Act of 1980 are also excluded. In addition, all or
aportion of the payments under the Alaska Native Claims Settlement Act, judgments
of the Indian Claims Commission or U.S Court of Claims may be excluded from
income. See HUD Handbook 4350.3 for details.
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13. Payments received after January 1, 1989 from the Agent Orange Settlement Fund or
any other fund established pursuant to the settlement in the Agent Orange product
liability litigation are not included in income. M.D.L. No 236 (E.D.N.Y)

14. Any Earned Income Tax Credit to the extent it exceeds the tenant’ sincome tax
liability is not included in income. See IRC 832(j). For example, atenant may have
atax liability of $400, and an Earned Income Credit of $700. The credit will not only
eliminate that $400 tax liability, but the tenant will receive a $300 refund. The $300
isnot included inincome. Alternatively, the tenant may receive payments directly
from his/her employer during the year. These periodic payments are not included in
income.

15. The value of any childcare provided or arranged for under the Child Care and
Development Block Grant Act of 1990 (CCDBGA) (42 U.S.C. 9858q) is not included
inincome. Participating families may either pay a reduced amount based on a dliding
fee scale or they may receive a certificate for child care services. Note that funds
received through CCDBGA for providing childcare services are included in income.

Tenant Income Certification Effective Date

Once all sources of income and assets have been properly verified, owners or managers
perform an income calculation using the applicant’ s tenant income certification to
determine whether the applicant qualifies for IRC 842 housing.

The effective date of the tenant’ sincome certification is the date the tenant actually
moves into the unit. All adult members of the household should sign the certification.
HUD Handbook 4350.3, 5-17B. If the certification is more than 120 days old, the tenant
must provide a new certification. The income recertifications, if required, must be
completed annually based on the anniversary of the effective date.®

Example 1: Determining the Tenant Income Certification Effective Date

A potential household consisting of John and Jane Doe and their two
children completed a rental application and income certification on
April 12, 2004. The property manager completed the third party
verifications and determined that the household was income eligible on
April 21, 2004. John and Jane signed the rental lease on April 25", and
took possession of the unit on May 1, 2004.

The effective date of the tenant income certificationis May 1, 2004. All
subseguent tenant income recertifications must be performed within 120
days before May 1% of each subsequent year of the 15-year compliance
period.

When additional adult individuals join the household, the effective day will remain the
same until the unit is completely vacated.

% Tenants may be subject to income certifications for other programs which define the effective date differently. The notation or use
of alternative “effective dates’ for purposes of triggering an annual income recertification will not disqualify an annual income recerti-
fication for IRC 842 purposes. The IRS will rely on the source documents; i.e., the signature dates on the initial income certification
and subsequent income recertifications (as needed for mixed-use projects).
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Signatures

Example 2: Effective Date After Move In of Additional Adult Member

Jane and her daughter were income qualified and moved into an LIHC unit
on September 5, 2003. On March 15, 2004, Jane’ s widowed mother joined
the household.

The tenant income certification continues to be based on the original
certification date. All subsequent annual income recertifications will be
completed within 120 days before September 5" each year until the
household vacates the unit.

Generally, all adult members of the household should sign the income certification before,
or when, the household moves into the rental unit. However, there will be circumstances
where obtaining the signaturesisimpractical. In these situations, the owner should
document the reason for the delay in the tenant’ s file and secure the signature as soon as
possible.

Example 1: Household Member is Serving in the Military

Mary, with her two children, applies for an LIHC unit and completes a tenant
income certification. She discloses and includes the income her husband
earns for military servicein the Marines. Heis currently on active duty and
stationed overseas. The owner determines that Mary’ s household isincome
qualified for low-income housing

Mary signs the income certification two days before moving in. Because her
husband is not available to sign the certification, the owner included
documentation in the tenant file that he isin the military and stationed
overseas. Mary’s husband returns stateside five months later and signs the
income certification as soon as he joins his family.

The owner isin compliance. The household’ sincomeis properly accounted
for and the file sufficiently documents the reason why the husband could not
timely sign the income certification. In this case, the file will aso indicate
that the signature was obtains within a reasonable time after his return.

Tenant Moves to Another Low-Income Unit

In the Same
Building

A household may move to another unit within alow-income project.

When a household moves to a different unit within the building, the newly occupied unit
adopts the status of the vacated unit.** Thus, if a current household, whose income
exceeds the applicable income limitation moves from an over-income unit to a vacant unit
in the same building, the newly occupied unit istreated as an over-income unit. The
vacated unit assumes the status the newly occupied unit had immediately before it was
occupied by the current resident.

% See Treas. Reg. §1.42-15(d).
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Example 1: Household in Over-Income Unit Transfers Within Building

Aninitialy income-qualified household occupying alow-income unit in a
mixed-use project was determined to have income in excess of 140 percent of
the current AMGI at the time of the last annual income recertification. The
household subsegquently moved from Unit A, a 2-bedroom over-income unit
to Unit B, avacant 3-bedroom low-income unit.

Even though the units are not comparably sized, Unit A is now alow-income
unit and Unit B is an over-income unit.

In a Different Asnoted in Rev. Rul. 2004-82, Q& A #8, asimilar rule applies when a household whose

Building income is no greater than 140% of the income limit (or 170% for deep rent skewed
projects) moves to a low-income unit in adifferent building within the project during any
year of the 15-year credit period.*” The vacated unit assumes the status the newly
occupied unit had immediately before it was occupied by the current resident.

Example 1: Household is First Occupant of Low-Income Unit

On May 31, 2004, of the first year of the credit period, an income
gualified household moved into a new, never-occupied, low-income unit
in Building A. On October 19, 2004, the household moved, and the lease
was transferred, to asimilar rent- restricted unit in Building B, which had
never been occupied, and continued to occupy the unit until the end of the
first credit year. The unit in Building A was not rented again until
February 2005.

Only the unit the household actually occupies qualifies as alow-income
unit.

e Theunitin Building A would qualify for May, June, July, August and
September. The unit would not qualify as alow-income unit in October,
November, or December for purposes of computing the Applicable
Fraction for the first year under IRC 842(f)(2). The unit will continue to
be treated as a never occupied unit until a qualified household movesin.

e Theunitin Building B isaqualified low-income unit for October,
November, and December.

Households residing in 100% LIHC projects, where a household' s current income is not
known, can also transfer between buildings within the project.

Example 2: Household in 100% LIHC Project Transfers Between Buildings

On August 15, 2008, an income-qualified household moved into alow-
income unit. The unit was part of a100% LIHC multi-building project as
identified by the owner on Form 8609, line 8b. The household was not
required to complete annual income recertifications and, therefore, the
household’ s current income was not known when, on January 15, 2010, the

%7 See IRC §42(g)(1) and IRC §142(d)(4)(B).
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household requested a transfer to alow-income unit in another building
within the project.

The household may transfer to alow-income unit in another building
within the project even though the household’ s income is not known.

Income Certifications Where Owner Acquires or Rehabilitates Existing Building

Income Under Rev. Proc. 2003-82, a unit occupied before the beginning of the credit period will
Qualifying be considered alow-income unit at the beginning of the credit period, even if the
Households household’ s income exceeds the income limit at the beginning of the first year of the
Before the credit period, if two conditions related to income qualifications are met, and the unit must

Beginning of the
10-Year Credit
Period

isrent restricted.®

For households occupying a unit at the time of acquisition® by the owner, the initial
tenant income certification is completed within 120 days after®® the date of acquisition
using the income limitsin effect on the day of acquisition. The effective date of the
tenant income certification is the date of acquisition since there is no move-in date.

In the event that the household occupies a unit at the time of acquisition, but the tenant
income certification is completed more than 120 after the date of acquisition, the
household is treated as a new move-in. Owners use the income limitsin effect at the time
of the tenant income certification and the effective date is the date the last adult member
of the household signed the certification, (thisis an exception to the general rule for
effective dates because there is no move-in date).

When the household moves into a unit after the building is acquired but before the
beginning of the first year of the compliance period, the tenant income certification is
completed using the income limits in effect at the time of the certification and the
effective date is the date the household moves into the unit.

Testing for For purposes of Rev. Proc. 2003-82, the incomes of the individuals occupying a unit
Purposes of the  occupied before the beginning to the first credit year are first tested for purposes of the
Next Available  Next Available Unit Rule under IRC §42(g)(2)(D)(ii) and Treas. Reg. §1.42-15 at the
Unit Rule beginning of the first year of the building’s credit period.**

1. Thetest must be completed within 120 days before the beginning of the first year of
the credit period.

% Rev. Proc. 2003-82, 2003-2 C.B. 1097, provides a safe harbor under which, if certain conditions are met, aresidential rental unit in an
existing building acquired by a new owner or in rehabilitated building will be treated as alow-income unit even though the occupants’
incomes exceed the income limit at the beginning of the building’s 10-year credit period. In order to qualify, the household must have
been income-qualified at the time the owner acquired the building or the date the household started occupying the unit, whichever is
later. The owner must maintain documentation of the income qualification and the unit must be rent restricted. See Chapter 10 for
further discussion of the requirement for units to be rent-restricted.

% The date of acquisition is the date the building is acquired by purchase under IRC §179(d)(2).

“0 Alternatively, if the new owner has access to the property before the acquisition date, tenant income certifications may be completed
before the acquisition using the current income limits. The effective date is the date of acquisition.

“1 See Chapter 14 for detailed discussion of the Next Available Unit Rule.
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Previously
Income-
Qualified
Households

2. The“test” consists of confirming with the household that sources and amounts of
anticipated income included on the tenant income certification are still current. |If
additional sources or amounts of income are identified, the tenant income certification
will be updated based on the household’ s documentation. It is not necessary to
complete third party verifications.

3. If the household is over-income based on current income limits, the Next Available
Unit Ruleis applied.

If the effective date of the initial tenant income certification is 120 days or less before the
required “test”, it is not necessary to “test” for purposes of the Next Available Unit Rule
because the time period for completing the initial tenant income certification and the time
period for completing the “test” isthe same. The annual tenant income recertification will
be completed each year on the anniversary of the original tenant income certification’s
effective date.

Example 1: The Effective Date of Initial Tenant Income Certification is 120 Days
or Less Beforethe Test Date

An owner purchased an existing building on September 1, 2004 and
anticipated beginning the credit period on January 1, 2005. Household A
occupied a unit at the time of the purchase and was determined to be income
qualified on September 22, 2004. Because the household was determined to
be income-qualified within 120 days of January 1, 2005, it is not necessary to
“test” for purposes of the Next Available Unit Rule.

If the effective date of the original tenant income certification is more than 120 days
before the required “test,” the household’ s income must be tested within 120 days before
the beginning of the first year of the credit period.

Example 2: The Effective Date of Original Tenant Income Certification is More Than
120 Days Before the Beginning of the First Y ear of the Credit Period

An owner purchased an existing building on March 1, 2004 and
anticipated beginning the credit period on January 1, 2005. Household
A, anincome qualified household, moved into arent-restricted unit on
April 1, 2004. Because the household was determined to be income-
qualified more than 120 days before the beginning of the credit period
on January 1, 2005, the household’ s income must be tested no earlier
than 120 days before January 1, 2005 to determine whether the Next
Applicable Unit Rule should be applied.

Beginning with allocations of credit after 1989, owners of LIHC buildings are required to
enter into extended use agreements with the state agency allocating the credit. Owners
make along-term commitment to maintain the buildings as low-income housing for at
least 30 years beginning with the first day of the 15-year compliance period.** The owner
must maintain the specified number of low-income units (Applicable Fraction) based on
the income limit elected under IRC 842(g)(1).

“2 See IRC §42(h)(6) and Chapter 16 for complete discussion.
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Households determined to be income-qualified for purposes of the IRC 842 credit during
the 15-year compliance period are concurrently income-qualified households for purposes
of the +30-year extended use agreement. Asaresult, any household determined to be
income qualified at the time of move-in for purpose of the extended use agreement isa
qualified low-income household for any subsequent allocation of IRC 842 credit.

Example 1: Owner Receives Additional Credit for Rehabilitation

An owner received |RC 842 credits to construct new low-income
housing. The owner placed the buildingsin service in 1991 and started
claiming credits the same year. The 15-year compliance period ended
December 31, 2005. In 2007, the owner applied for and received an
allocation of credit to rehabilitate the existing low-income buildings.
The rehabilitation is completed and the owner starts claiming the credit
in 2009.

On February 1, 2004, John and Mary are determined to be income-
qualified and move into alow-income unit project. John and Mary
timely complete their income recertification each year 2005 through
2008. The unit has aways qualified as alow-income unit, except when
the unit was not suitable for occupancy during the rehabilitation period.

The unit is alow-income unit on January 1, 2009, when the owner (a
calendar year taxpayer) begins claiming the credit. If the unit was
determined to be an over-income unit under IRC 842(g)(2)(D) at the time
of the household’ s last income recertification in January of 2008, then
the owner is subject to the Available Unit Rule. (See Chapter 14.)

NOTE: Similarly, vacant units previously occupied by income-qualified
households continue to qualify as low-income units if the units are
suitable for occupancy. However, the owner is subject to the Vacant
Unit Rule. (See Chapter 15.)

Example 2: New Owner Receives Credit for Acquisition and Rehabilitation

Owner ABC received IRC 842 credits to construct new low-income housing.
ABC placed the buildings in service in 1991 and started claiming credits the
sameyear. The 15-year compliance period ended December 31, 2005. In
2006, ABC sold the project to XY Z, who simultaneously received an
allocation of acquisition and rehabilitation credit. The rehabilitation was
completed and XY Z started claiming the credit in 2008. From the time of
acquisition until a new extended use agreement is recorded, XY Z is subject
to the extended use agreement between ABC and the state agency.®

On February 1, 2004, John and Mary are determined to be income-qualified
and move into alow-income unit project. John and Mary timely complete
their income recertification each year 2005 through 2007. The unit has
always qualified as alow-income unit, except when the unit was not suitable
for occupancy during the rehabilitation period.

3 See IRC §42(h)(6)(B)(v).
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Based on the 2007 annual income recertification, the unit is alow-income
unit at the beginning of XY Z’s credit period on January 1, 2008, when XY Z
(acalendar year taxpayer) begins claiming the credit. XY Z should follow the
procedures under Rev. Proc. 2003-82 to test income at the beginning of the
credit period as described above.

NOTE: Vacant units previously occupied by income-qualified households
are not low-income units on January 1, 2008. The owner must apply IRC
842(f)(2).

Income Qualifying Households During First Year of the 10-Year Credit Period

Under IRC 842(f)(2), the applicable fraction for the first year of the credit period is
computed based on a month-by-month accounting of units or floor space occupied by
income-qualified households. In the case of buildings that were acquired and then
rehabilitated, there are two separate allocations of credit documented on two Forms 86009;
one for the acquisition credit and a separate allocation for the rehabilitation credit.
However, the owner is not required to determine two applicable fractions. Under IRC
842(e)(4)(B), the applicable fraction for the substantial rehabilitation credit will be the
same as the applicable fraction for the acquisition credit. Therefore, for purposes of
computing the applicable fraction under IRC 842(f)(2), the following units are considered
low-income units:

1. Units occupied before the beginning of the credit period, which are determined to be
low-income unit at the beginning of the credit period under Rev. Proc. 2003-82.

2. Unitsinitially occupied after the beginning of the credit period by newly certified
income-qualified households (regardless of whether rehabilitation costs have been
incurred for the unit).

3. Units occupied by income-qualified households that moved from other units within the
project. The household’s lease and tenant income certification (with effective date)
move with the household. See the section above titled “Tenant Moves to Another
L ow-Income Unit” for compl ete discussion.

Units are not included in the numerator of computation of the applicable fraction if:

1. Theunitisoccupied by a nonqualified household;

2. Theunit isvacant and was last occupied by a nonqualified household;

3. Theunitisnot suitable for occupancy under IRC 842(i)(3)(B)(ii). These units,
including units being rehabilitated, are considered “ out of compliance.”* The
noncompliance is corrected when the unit is again suitable for occupancy. The

unit’s character will be determined based on the household that occupied the unit
immediately preceding the rehabilitation during the first year of the credit period.

“ The state agency is not required to file Form 8823 to report noncompliance during the rehabilitation period.
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Example 1: Units Rehabilitated During the First Y ear of the Credit Period

An owner acquired a building with 10 units and determined that 6 of the
units (1-6) were occupied by nonqualifying households at the beginning of
thefirst year of the credit period on January 1, 2005. Four units (7-10)
were occupied by income-qualified households. The nonqualifying
households moved out and the owner rehabilitated the six vacant units.
Five of the rehabilitated units (1-5) were rented to new households that
moved into the unitsin August of 2005. The sixth rehabilitated unit (6)
was rented in August to an existing tenant who transferred from unit 7,
one of the four units qualifying on January 1, 2005

1. The owner may include units 1-5, the rehabilitated units occupied by
new low-income tenants in the applicabl e fraction computation under
IRC 842(f)(2) for August, September, October, November, and
December of 2005

2. For the tenant who transferred between units within the building, the
owner may include the unrehabilitated unit 7 that the tenant occupied
from January through July in the computation of the applicable
fractions for those months, but the unit is no longer alow-income
unit when the household moves to the rehabilitated unit 6 in August;
Unit 6 is alow-income unit for August through December.

Therefore, for purposes of computing the applicable fraction for August,
2005, there are three low-income units that have not been rehabilitated
(units 8, 9, and 10) and six low-income units that have been rehabilitated
(units 1-6). Unit 7 is not alow-income unit.

During September, unit 7 was rehabilitated and the tenant from unit 8 moved
in; therefore, unit 8 is now considered a vacant market-rate unit. To expedite
completion of the rehabilitation of the remaining units, the owner al'so
temporarily located the householdsin 9 and 10 in off-site quarters (and paid
all expenses) and started rehabilitation of units 8, 9, and 10. For purposes of
determining the applicable fraction for September, units 1-7 are low-income
units and units 9, and 10 are out of compliance low-income unit. Unit 8isa
market-rate unit that is being rehabilitated in September.

The owner compl eted the rehabilitation of the final three units (8, 9, and 10)
in October and moved the two temporarily displaced households back into
units 9 and 10 during October 2005. Unit 8 remains an unoccupied market
rate unit through December.”® For purposes of computing the applicable
fraction for October, units 1-7, 9, and 10 are all low-income units. The same
istrue for November and December.

The following chart summarized the status of each unit for each month
during 2005. The columns (left to right) represent the individual months and
the rows (top to bottom) represent Units 1 through 10. The field where arow

“5 In the January 2007 revision of the Guide, Unit 8 was considered alow-income unit. The IRSwill not challenge a taxpayer's
reliance on the January 2007 explanation for determining the status of a unit before January 1, 2010.
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and column intersect indicates the unit’ s status as either “LIHC” for alow-
income unit or isleft blank if the unit is not alow-income unit.

Unit | Jan Feb | Mar | Apr | May | June | July | Aug | Sept | Oct Nov Dec

1 LIHC | LIHC | LIHC | LIHC LIHC
2 LIHC | LIHC | LIHC | LIHC LIHC
3 LIHC | LIHC | LIHC | LIHC LIHC
4 LIHC | LIHC | LIHC | LIHC LIHC
5 LIHC | LIHC | LIHC | LIHC LIHC
6 LIHC | LIHC | LIHC | LIHC LIHC
7 LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC LIHC | LIHC | LIHC LIHC

8 LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC

9 LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC LIHC | LIHC LIHC

10 | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC | LIHC LIHC | LIHC LIHC

Documentation Requirements

For a unit to be included as alow-income unit, documentation of the household’ sinitial
eligibility must be on file with the owner. Under IRC 86001, every taxpayer is required
to maintain records sufficiently detailed to prepare a proper tax return. Thisrequires the
maintenance of such permanent books and records sufficient to establish the amounts of
gross income, deductions, credits, or other matters to be shown on the taxpayer’ s return.
This requirement extends to the preparation and maintenance of tenant files sufficiently
documented to support household eligibility for purposes of claiming the low-income
housing credit under IRC 842.

A tenant income certification and supporting documentation are not sufficient unless, at a
minimum, the following documents are included:

1. Application/Income and Asset Questionnaire - A document completed by the
household that the owner uses to gather information relevant to establishing all
aspects of eligibility including, but not limited to, household composition, income,
income from assets, and student status.

2. Verification of Income and Assets - All sources of income and assets must be verified
to establish move-in eigibility.*® Each tenant file must contain an annual statement
of income, household composition, and student status.

4 Rev. Proc. 94-65, 1994-2 C.B. 798, allows buildi ng managers to obtain atenant’s signed, sworn statement if the total combined cash
vaue of household assetsis less than $5,000. Some states have not implemented this procedure and will require third party verification.
The states that allow this have an appropriate form.
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Sufficient But
Imperfect
Documentation

Use of
Standardized
Forms

In Compliance

The preferred verification method is through third parties, and such verifications must
be no older than 120 days before the effective date of the Tenant Income
Certification. Verification may be written documentation (mail), oral (telephone), or
electronic (facsimile, e-mail, or Internet). Where applicable, there should be further
evidence to support the third party verifications; e.g., acopy of adivorce decree
showing award of maintenance or child support, a reator's statement of market value
for ahome, a self-employed tenant's tax return, etc. When third party verification has
been delayed or attempted, but is not possible, documentation may be by check stubs,
W-2's, bank statements, etc. Self-certification (notarized statement or signed
affidavit) may be accepted if third party verification or other documentation cannot be
obtained. Documentation of attempts to obtain verification, however, must be kept on
file.

3. Student Status - Depending upon the student status of each household member,
student verification may be required. (See Chapter 17 for more information.)

4. Tenant Income Certification — Documents must be signed by all the adult members of
a household prior to move-in and at the time of the annual recertification, and must
state the anticipated annual gross income of the household.

If eligibility documentation isimperfect, yet sufficient for the monitoring agency to make
areasonable determination that a household is eligible, the owner should be advised of the
imperfections and the need to implement procedures ensuring that similar imperfections
do not occur in the future. Imperfections are not of a nature that would cause the unit to
be considered out of compliance and will not result in reportable noncompliance.

The compliance monitoring regulations under Treas. Reg. §1.42-5 establish the minimum
monitoring requirements. State agencies can determine how documents are maintained
and may mandate the use of standardized forms to document an owner’s compliance with
the requirements under Treas. Reg. §1.42-5.

In order to establish a unit as a qualified housing tax credit unit, the household’ s Gross
Annual Household Income must be at or below the elected area median income (AMGI)
limit or national nonmetropolitan median gross income (NNMGI) limit when applicable,
adjusted for family size. Household income is calculated in a manner consistent with the
determination of annual income under section 8 of the United States Housing Act of
1937. Therefore, the definitions of income of individuals and AMGI for purposes of IRC
842(g)(1) include items of income that are not included in ataxpayer’s gross income for
purposes of computing a federal tax liability.

Documentation of the household’ sinitial eligibility must be on file with the owner. The
initial tenant income certification must be completed and signed by al the tenants on or
before the move-in date.
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Example 1: Unrelated Parties Sharing an Apartment

Sally and Jane are unrelated individuals who want to rent a two-bedroom
apartment in an LIHC building. Sally and Jane's combined income does not
exceed 60% of the AMGI for atwo-individua family.

In this case, Sally and Jane are qualified tenants for low-income credit
housing. For purposes of computing the Gross Annual Household Income,
the combined income of al the occupants of an apartment, whether or not
legally related, is compared to the median family income for a household
with the same number of members.

State agencies may determine that, even though the documentation at thetime a
certification was performed was insufficient, sufficient documentation was subsequently
obtained by the owner before the state agency’ s notification of a compliance review,
which allowed the monitoring agency to make a reasonable determination that the unit
was in compliance. Such self-corrected documentation should not be reported to the IRS
as noncompliance. The owner has demonstrated due diligence and reasonable attempts to
maintain sufficient documentation of tenant eligibility.

Example 2: Failure to Obtain Third Party Verification

Anowner initialy failed to verify or include documentation of court-ordered
child support when the household moved in. The oversight was identified
nine months later when the owner’ s management company conducted a
guality review of the file. The management company immediately corrected
the deficiency by obtaining a copy of the court order for the child support.
When the amount of child support was added to the move-in income, the
annual income did not exceed move-in eligibility. The unit isin compliance
with IRC 842 requirements.

Example 3: Correction After Notification of Upcoming Compliance Review

Unit A in an LIHC building went out of compliance on January 15, 2004,
when a household with income exceeding the limit moved in. The owner
was notified on March 15, 2004, that the state agency would be conducting
atenant file review on May 1, 2004. The owner realized the problem
while preparing for the review and paid the moving costs for the over-
income household to move out immediately. A new income-qualified
household moved into Unit A on April 13, 2004.

The state agency selected Unit A as part of the 20% sample and reviewed
the new tenant’ s income certification. Because the effective date of this
certification was after the date of the notification of the upcoming review,
the state agency requested the file for the previous tenant and determined
that Unit A was out of compliance from January 15 to April 13, 2004.
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Example 4: Tenant Income Increases After Move In

John and Mary are newly married, in their early 20’s, and have moved to a
new city where John has accepted ajob. The couple isincome-qualified
based on John' s anticipated salary for the next 12 months. Three weeks after
they move in, Mary starts working. If her wages are added to the tenant
income certification, the couple’ sincome exceeds the limit.

There is no noncompliance if the state agency determines that the owner used
due diligence in accepting John and Mary as aqualified low-income
household based on their initia tenant income certification. For example, the
owner can demonstrate that due diligence was exercised by asking whether
Mary intended to seek employment or was sporadically employed during the
prior year. However, the next available unit rule may apply. See Chapter 14.

By itself, the fact that atenant’ s actual income exceeds the anticipated income identified
during the income certification is not a reportable noncompliance event (hindsight is
always perfect). However, the state agency should consider expanding the sample size if
multiple instances are identified. Collectively, multiple errors are indicative of poor
internal control and increased risk of noncompliance.

The tenant income certification should be based on the best information available at the
time of the certification. It represents the income the household anticipates it will receive
in the 12-month period following the effective date of certification of income. If
information is available on changes expected to occur during the year, that information
should be used to most accurately determine the anticipated income from all known
sources during the year. If the household reports little or zero income, or sporadic
income, owners may use estimates based on actual income earned or received during the
twelve month period immediately preceding the certification. Owners should use due
diligence by asking follow-up questions when the income certification process reveals
unusual circumstances suggesting additional sources of income.

Out of Compliance

Units are considered out of compliance as of the date an ineligible household movesinto a
unit. A unit will also be considered out of complianceif the initial tenant income
certification is inaccurate, documentation of initial eligibility isinsufficient, or no initial
tenant fileis on record.”

Example 1: Specific Source of Income Omitted

Annual Income was not properly calculated. The manager/owner did
not include a source of income, such as araise, overtime, or bonus.
When reviewed, a correct calculation indicates that the household was
not income eligible at move-in.

47 A determination by the IRS (during an examination) that the taxpayer has not maintained adequate books and records may result in the
issuance of an Inadequate Records Notice. The notice informs taxpayers that their recordkeeping practices are insufficient and must be
improved to meet the requirements of the law. The issuance of an Inadequate Records Notice may result in afollow-up examination.
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Example 2: Household Incorrectly Determined to be Eligible

The owner calculated annual household income correctly, but the
household is over the appropriate income limit at move-in. For
example, the owner may have used the income limit for the 40/60
minimum set-aside when the income limit for the 20/50 minimum set-
aside income limit was required, or the wrong county AMGI, or the
income limits used were not in effect as of the date of the tenant
income certification.

Example 3: Unrelated Parties Sharing an Apartment

Tom and Jack are unrelated individuals who want to rent atwo-
bedroom apartment in an LIHC building. Tom and Jack individually
have incomes that do not exceed 60% of AMGI for one individual.
However, Tom’s and Jack’ s combined income exceeds 60% of the
AMGI for atwo-individua family.

In this case, Tom and Jack do not qualify for LIHC housing. For
purposes of computing the Gross Annual Household Income, the
combined income of al the occupants of an apartment, whether or not
legally related, is compared to the median family income for a
household with the same number of members.

Example 4: No Initial Tenant Income Certification on File

A household moves into a unit that the owner wishes to include as an
LIHC unit. However, the owner does not provide documentation of
initial eligibility at the time the state agency reviews the tenant’ sfile.
The owner cannot substantiate that the unit qualifies for the LIHC.

Example 5: No Initial Tenant Income Certification on File for New Member of Household

An income qualified household moved into an LIHC unit. Six month
later, an adult friend moved into the unit with the household, but no
initial tenant income certification was completed for the additional
member of the household.

Example 6: Initial Tenant Income Certification Performed After Move-In
(Late Certification)

A household moved into a unit that the owner wanted to include as a
low-income unit. However, the certification of income eligibility,
including the third party verification, was not performed until after the
household moved in.

Example 7: Insufficient Documentation of Initial Eligibility
A household moves into a unit that the owner wishes to include as a low-

income unit. Income eligibility was not properly documented. The state
agency could not reasonably determine that the household was income
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qualified. The following are possible documentation noncompliance issues:

a. Application/questionnaire is not sufficiently detailed to disclose all

sources of income and/or assets,

Not all sources of income are verified,

Not al sources of assets are verified,

Verifications are insufficient,

Not al adult household members’ income and/or assets are disclosed

and included;

Tenant income certification form is not prepared, signed and/or dated;

and

g. Other state-required forms designed to document compliance with
IRC 842 arenot infile.

oPap o

—

Back in Compliance

Insufficient
Documentation

Income
Ineligible
Households

Units are back in compliance when it is determined that an income-qualified household
occupies the unit. Evidence of corrected noncompliance includes copies of certification
paperwork such as the tenant’ s application, income and asset questionnaire, third party
verifications, and tenant income certification.

In the event that income eligibility was not properly documented and the state agency
cannot reasonably determine that the household is eligible, the noncompliance can be
corrected in either of two ways:

1. A new certification can be performed using current income and asset sources and
current income limits. Assuming the household is eligible, the unit would be out of
compliance on the date of move in and back in compliance on the date the new
certification signed (Form 8823 should be filed); or

2. A retroactive certification can be performed which completely and clearly documents
the sources of income and assets that were in place at the time the initial certification
should have been effective, and appliesincome limits that were in effect on that date.
Assuming the owner can document that the household was income eligible at the time
of movein, the unit should not be considered out of compliance. The owner has
clarified the noncompliance; Form 8823 should not be filed.

Evidence of corrected noncompliance may include a copy of the full certification,
including application, third party verifications, and/or the tenant income certification.

The household may be income certified asif it were a new move-in. If the householdis
eligible under the applicable move-in income limit in place on the date of the new
certification, then the unit would be considered back in compliance.

Example 1: Ineligible Household Occupies LIHC Unit
The household was over the appropriate income limit at move-in on

June 1, 2002. The error was discovered during the state agency’s
review on April 3, 2003.
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Initial Tenant
Income
Certification is
Late

References

The owner may treat the household as a new tenant and complete a new
income certification using the income limitsin effect on April 3, 2003.

If the household is qualified, the noncomplianceis corrected. The unitis
out of compliance from June 1, 2002 until April 3, 2003. If, upon
certification, the household is not income-eligible, the unit is considered
back in compliance when a new income- qualified household movesinto
the unit. In either scenario, a Form 8823 noting the noncompliance must
befiled.

If theinitia certification islate, the unit is considered out of compliance as of the date the
tenant moved into the LIHC unit and back in compliance on the date the completed
income certification, indicating the household isincome qualified, is signed by all the
tenants.

Example 1: Initia Tenant Income Certification Performed After Move-In
(Late Certification)

A household moved into an LIHC unit on August 4, 2003. However,
certification of eligibility, including the third party verification, was not
completed until September 15, 2004. If the tenant income certification
meets all the requirements, the unit is considered in compliance
beginning on September 15, 2004.

Note: Noncompliance with the initial income certification requirements that is identified
and corrected by the owner retroactive to move-in and prior to notification of the
compliance review by the state agency need not be reported; i.e., the owner has
demonstrated due diligence by addressing noncompliance issues independently. See
Chapter 3.

1. IRC 842(g)(1)

2. Treas. Reg. 81.42-5(b)(1)(vii) states that “[t]enant income is calculated in a manner
consistent with the determination of annual income under Section 8 of the U.S.
Housing Act of 1937.”

3. HUD Handbook 4350.3 as revised June 2009 is the authority for further information

on calculation of annual income. HUD publishes updated 50% Median Family

Income limits annually. Other income limit schedules such as the 60% limits are

based on an extrapolation of the 50% limits.

Rev. Rul. 89-24, 1989-1 C.B. 24

Rev. Rul. 90-89, 1990-2 C.B. 8

Rev. Rul. 91-38, 1991-2 C.B. 3

Rev. Rul. 2004-82, 2004-2 C.B. 350

Rev. Proc. 94-65, 1994-2 CB 798

Rev. Proc. 2004-38, 2004-2 C.B. 10, which supersedes Rev. Proc. 94-64,

1994-2 C.B. 797

10. Rev. Proc 2003-82, 2003-2 C.B. 1097

11. Notice 88-80, 1988-2 C.B. 396

12. Notice 2008-79, 2008-40, |.R.B. 815

©ooNO A
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Exhibit 4-1
CCA 2009090416224806

ID: CCA _2009090416224806
Office: CC:PSI:5
UILC: 42.00-00

From: [...]

Sent: Friday, September 04, 2009 4:22:51 PM

To: [...]

Ce:[..1; -]

Subject: Increases in Family Size under 842(g)(2)(D)(ii)

This e-mail responds to your request for assistance regarding increases in family size under 842(g)(2)(D).
You have asked on behalf of revenue agents and state housing agencies whether addition of a new
member to an existing low-income household requires the household to be treated as a new household
for purposes of 842(g).

Chapter 4 of the Guide for Completing Form 8823 (revised January 2007) on pages 4-3 & 4-4 provides
that the addition of new member(s) to an existing low-income household requires the income certification
for the new member of the household. The new member’s income is added to the income disclosed on
the existing household’s tenant-income certification. A household may continue to add members as long
as at least one member of the original low-income household continues to live in the unit. Once all the
original tenants have moved out of the unit, the remaining tenants must be certified as a new income-
qualified household unless the remaining tenants were income qualified at the time they moved into the
unit. The household continues to be income qualified and the income of the new member is taken into
consideration for purposes of the available-unit rule under 842(g)(2)(D). If a state agency determines that
the tenants manipulated the income limitation requirements, then the unit should not be treated as a low-
income unit as of the date the household initially occupied the unit.

Section 42(g)(2)(D)(i) states that, except as provided in 842(g)(2)(D)(ii), notwithstanding an increase in
the income of the occupants of a low-income unit above the income limitation, such unit shall continue to
be treated as a low-income unit if the income of such occupants initially met such income limitation and
such unit continues to be rent-restricted.

Section 42(g)(2)(D)(ii) provides that if the income of the occupants of the unit increases above 140% of
the income limitation under 842(g)(1), 842(g)(2)(D)(i) shall cease to apply to any such unit if any
residential rental unit in the building (of a size comparable to, or smaller than, such unit) is occupied by a
new resident whose income exceeds such income limitation.

The legislative history of 842 provides that, for purposes of the available unit rule, if the tenant's income
increases to a level more than 40 percent above the otherwise applicable ceiling (or if the tenant’s family
size decreases so that a lower maximum family income applies to the tenant) that tenant is no longer
counted in determining whether the project satisfies the set-aside requirement. No penalty is assessed in
such an event, however, provided that each residential rental unit that becomes vacant (of comparable or
smaller size to the units no longer satisfying the applicable income requirement) is rented to tenants
satisfying the qualifying income until the project is again in compliance. Joint Committee on Taxation
Staff, General Explanation of the Tax Reform Act of 1986, 99th Cong., 2d Sess. 162 (1987).
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The above cited legislative history demonstrates that decreases in family size are subject to the available-
unit rule in 842(g)(2)(D)(ii). We see no reason why increases in family size should not be subject to the
same rule. For example, if an existing low-income household’s income increases above 140% of the
applicable income limitation, then the unit continues to be treated as a low-income unit if the available-unit
rule under 842(g)(2)(D)(ii) is met. Yet, if the addition of a new member to an existing low-income
household results in the household being treated as a new household, then any increases in

income above the applicable income limitation, no matter how small, would result in the unit not being a
low-income unit. Provided the household is not manipulating the income limitation requirements, we see
no difference between increased household income and increased household income resulting from the
addition of a new member to the low-income household.

Accordingly, we continue to believe that rule for increases in family size in the Guide for Completing Form
8823 is correct. The new member of the existing low-income household must complete an initial income
certification and provide third party verification regardless of whether §142(d)(3)(A), as amended by
section 3010(a) of the Housing Assistance Tax Act of 2008, applies to the project.
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Definition

Exception for
Certain
Buildings

Noncompliance
Corrected by
Owner Prior to
Notification of
State Agency’s
Compliance
Review

Chapter 5
Category 11b
Owner Failed to Correctly Complete or
Document Tenant’s Annual Income Recertification

Under Treas. Reg. 81.42-5(b)(1)(vi), owners are required to complete an annual income
certification for each low-income household. The recertification processisidentical to the
initial certification in terms of documenting household composition, income, and income
from assets. State agencies are required to review the tenant income recertifications and the
supporting documentation for the tenantsin the units.* Therefore, the state agency should
be reviewing the most recent income recertification.

Under Treas. Reg. 81.42-5(c)(4), a state agency may except buildings financed by the Rural
Housing Service (RHS) under the section 515 program and buildings financed with tax-
exempt bonds (50% or more of the aggregate basis of the building and land) from the
annual income recertification as part of its certification and review provisions. To qualify
for this exception, the state agency must enter into an agreement with the RHS or tax-
exempt bond issuer. Under the agreement, RHS or the bond issuer must agree to provide
information concerning the income and rent of the tenants in the building to the state
agency. The state agency may assume the accuracy of the information provided without
further verification.

Under this exception, owners are not required to perform annual income recertifications
specific to IRC 842, and the state agencies are not required to review, tenant income
recertifications, supporting documentation, and rent records. Instead, the state agency must
review the information provided by RHS or the bond issuer and determine whether the
owner isin compliance with the income limitations and rent restrictionsin IRC 842(g)(1)
and (2). If the information provided by RHS or the bond issuer is not sufficient for the state
agency to make a determination, the state agency must request the necessary additional
income or rent information from the owner of the buildings.

NOTE: RHS determines tenant eligibility based on its definition of “adjusted annual
income,” rather than “annual income” as defined under the Section 8 program. Therefore,
the state agency may be required to calculate the tenant’ s income for IRC 842 purposes and
may need to reguest additional income information from the owner.

Noncompliance with the annual income recertification requirements that is identified and
corrected by the owner prior to notification of the compliance review by the state agency
need not be reported; i.e., the owner has demonstrated due diligence by addressing
noncompliance issues independently. See Chapter 3.

Example 1: Noncompliance Corrected Before Notification of Compliance Review

On January 15, 2004, the owner of a LIHC building incorrectly completed
a household’ sincome recertification. The owner identified the problem
and corrected the documentation deficiency on March 30, 2004. The
owner was notified on April 20, 2004, that the state agency would be

! See Treas. Reg. §1.42-5(c)(2)(ii)(B).

5-1
Revised January 2011



conducting atenant file review on May 1, 2004.

The state agency selected Unit A as part of the 20% sample and reviewed
the household' s income certification and noted the corrections. Because
the owner corrected the noncompliance before the April 20, 2004
notification date, the owner isin compliance.

100% LIHC Tax Years Ending Before July 31, 2008
Projects

An owner may have received awaiver of the annual income recertification requirements
under Rev. Proc. 2004-38, 2004-2 C.B. 10 or Rev. Proc. 94-64, 1994-2 C.B. 797, which
applied to owners of qualified low-income housing projects that consist entirely of 100
percent low-income buildings. If noncompliance with the tenant income certification
reguirements was sufficiently serious, consideration was given to revoking the waiver.
Revocation was not required, but the Service would revoke the waiver at the state agency’s
request.

Tax Years Ending After July 30, 2008

Under IRC §142(d)(3)(A), if al the low-income buildingsin the project are 100% low-
income buildings, owners are not required to complete annual tenant income
recertifications.” “Projects’ are identified based on the owner’ s election as documented on
Form 8609, line 8b.3 Previously approved Income recertification waivers are subsumed by
the new law and are no longer in force.

Mixed-Use Note: For buildings with both LIHC units and market rate units, the state agencies must

Buildings also determine whether the owner appropriately applied the Available Unit Rule when a
household’' sincome exceeds 140 percent of the income limit at the time of recertification.
See Chapter 14.

In Compliance

Owners of mixed-use LIHC properties are in compliance if the recertification is completed
within 120 days before the anniversary of the effective date of the original tenant income

certification.
Household If an owner has sent a timely notice informing the household that the annual recertification
Vacates Unit is due, but the household does not provide the certification and supporting documentation

prior to vacating the unit, the vacated unit will not be considered out of compliance with the
recertification requirements. Owners should document attempts to obtain the
recertification and the date the tenant actually moved out.

2 |RC §142(d)(3)(A) was amended by section 3010 of the Housing Assistance Tax Act of 2008 and is effective for taxable years ending
after July 30, 2008. IRC 8§142(d)(3)(A) is made applicable to IRC 842 low-income projectsin IRC 842(g)(4).

3 Each building is considered a separate building unless each building that is (or will be) part of the multiple-building project is identified
by check “yes’” on Form 8609, line 8b, and attaching a statement identifying the (1) name and address of the project and aggregate credit
associated with the project, and (2) the address and building identification number (BIN) and credit associated with every building in the
project.
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Owner Takes
Action to
Remove
Noncompliant
Household

Households
Determined to
be Over the
Income Limit at
Recertification

Example 1: Household Gives Notice of Departure Before Recertification is Due

The owner provided timely notice to a household on July 15", 2009, that the
annual income recertification was due on October 1, 2009. The household
informed the owner on September 13, 2009 that they would be vacating the
unit on October 15, 2009.

Since the household gave notice in advance and will not occupy the unit in the
coming year, there is no reason to complete the income recertification and the
unit remains in compliance. Should the household later decide to stay in the
unit, alate recertification must be completed.

If the owner initiates an eviction proceeding and the household vacates the unit, no
recertification is necessary. If, for any reason, it is determined that the household will not
vacate the unit as anticipated, a recertification will be necessary within 120 days of the
determination.

Example 1: Court Failed to Sustain Request for Eviction

Income recertification was due on July 1, 2009. The owner initiated the
recertification process on April 15, 2009, and documented attempts to obtain
recertification information. The household did not complete the recertification
and the owner initiated eviction proceedings on July 29, 2009. The court did
not sustain the owner’ sfiling for eviction on September 15, 2009. The owner
must secure the tenant income recertification.

In the event that a household’ s income exceeds the income limit at the time of
recertification, state agencies must determine whether the household was income qualified
at thetime of movein. Theinitial tenant income certification should be reviewed.

Example 1: Household Qualified at Move In

Anincome qualified household moved into arent restricted unit on June 23,
2004 and timely completed their tenant income recertifications each year. In
2009, for the first time, the recertification indicates that that same household’ s
income exceeds the income limit.

The state agency must review the initial tenant income certification. If the
household qualified at move in, no further action is necessary and the unitisin
compliance with the annual income recertification requirements. If the
household’' sincome is 140% or more of the income limit, compliance with the
Available Unit Rule must also be evaluated. See Chapter 14.

If the state agency identifies an issue of noncompliance on the initial tenant income
certification, the state agency must review the intervening tenant income
recertifications to determine whether the noncompliance was corrected at some
intervening point.
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Out of Compliance

A unit will be considered out of compliance if the annual recertification was not performed,
or the annual recertification was performed late and after notification of a state agency
compliance review.

Example 1: Annual Recertification Was Not Performed

Example 2:

Back in Compliance

Household wasiinitially qualified and properly certified at move-in. However,
it has been more than 12 months from the previous recertification and there is
no recertification on file. Thisunit is out of compliance as of the date the
recertification is due.

Insufficient Documentation of Eligibility at Recertification

Household wasinitially qualified and properly certified at move-in; however,
recertification was not properly documented and the state agency cannot
reasonably determine the household' s continuing eligibility. The following are
possible documentation noncompliance issues:

a

®Paoo

—

Application/questionnaire is not sufficiently detailed to
disclose all sources of income and/or assets;

Not al sources of income are verified;

Not all sources of assets are verified;

Verifications are insufficient;

Not all adult household members' incomes and/or assets
are disclosed and/or included:;

Tenant income certification form is not prepared, signed
and/or dated; and

Other state-required forms designed to document
compliance with IRC 842 are not in file.

Owners may use the following methods to self-correct noncompliance. Evidence of
corrected noncompliance may include a copy of the full recertification, including
application, verifications, and/or tenant income recertification. Owners must submit copies
of the documents required by the monitoring agency.

1. A recertification can be performed using current income and asset sources and current
income limits. If there is no resulting noncompliance (e.g., violation of the Available
Unit Rule), the unit would be out of compliance on the date the recertification was due
and back in compliance on the date the tenant signs the recertification.

2. A retroactive recertification can be performed which completely and clearly documents
the sources of income and assets that were in place at the time the recertification
should have been completed and appliesincome limits that were in effect on that date.
If there is no resulting noncompliance (e.g., violation of the Available Unit Rule), the
unit would be out of compliance on the date the recertification was due, and back in
compliance on the date the tenant signs the recertification.
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While the recertification has been performed retroactively, the recertification
documents should be dated with the current date. All the adult members of the
household should sign the recertification using the current date. In other words, the
recertification documents should not be backdated.

The advantage of the retroactive recertification is that the owner may avoid violating
the Available Unit Rule.

In either case, the effective date for recertification continues to be the anniversary of the
actual date of movein.

Example 1:

Example 2:

New Recertification is Performed After Notification

An owner failed to complete atenant’ s annual income recertification, which
was due February 10, 2009. The mistake was identified during a state agency
compliance review conducted November 1, 2009. The management company
completed the recertification on November 12, 2009 using the income limits
available on that date. The recertification was completed based on the tenant’s
anticipated future income for the period November 12, 2009 through
November 12, 2010.

The unit is out of compliance from February 10" to November 12", 2009.
Since the late income recertification was completed within 120 days of the
annual income recertification due February 10, 2010, and is based on current
income limits and the tenant’ s anticipated income for the next year, the income
recertification satisfies the annual income recertification requirement for 2010.
Since the noncompliance was corrected after notification of a state agency
review, the noncompliance must be reported on Form 8823.

Household Determined to be Over-Income

An owner failed to complete a tenant’ s annual income recertification, which
was due February 10, 2009. The mistake was identified during a state agency
compliance review conducted November 1, 2009. The management company
completed the recertification on November 12, 2009 using the income limits
available on that date. The recertification was completed based on the tenant’s
anticipated future income for the period November 12, 2009 through
November 12, 2010. The household’s income was determined to be more than
140% of the income limit.

Since the recertification was corrected after naotification of a state agency
review, the noncompliance must be reported on Form 8823. The unit is out of
compliance with the recertification requirements from February 10" to
November 12", 2009. Since the late income recertification was completed
within 120 days of the annual income recertification due February 10, 2010,
and is based on current income limits and the tenant’ s anticipated income for
the next year, the income recertification satisfies the annual income
recertification requirement for 2010. Further, the Available Unit Rule may
have been violated if any comparable (or smaller) unit was rented to a
nonqualified household or as a market rate unit after February10, 2009, and
before November 12, 2009.
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References

Notice 88-80, 1988-2 CB 396

HUD Handbook 4350.3

Under IRC 86001, taxpayers are required to keep records and comply with
regulations as prescribed. To claim the low-income housing credit, taxpayers
must substantiate that the tenants were income qualified.

4. Rev. Proc. 94-65, 1994-2 C.B. 798

5. Rev. Proc. 2004-38, 2004-2 C.B. 10, which supersedes Rev. Proc. 94-64, 1994-2
C.B. 797
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Definition

Identifying
Noncompliance

HUD’s Uniform
Physical
Condition
Standards
(UPCS)

Chapter 6
Category 11c
Violation(s) of the UPCS or
Local Inspection Standards

This category is used to report noncompliance when rental units, building exteriors
and systems, common areas, or the property site in a project are not suitable for
occupancy. State agencies should assess whether low-income housing tax credit
projects are in safe, decent, sanitary condition and in good repair, according to either
the Uniform Physical Conditions Standards' (UPCS) established by HUD?, or local
inspection standards. The standards to be used should be identified in the Qualified
Allocation Plan® (QAP).

1. State agencies are not required to use the Real Estate Assessment Center (REAC)
protocol in using the UPCS.

2. State agencies cannot combine selected portions of the UPCS with portions of
local standards; only one inspection standard can be selected and used.

Certification Reviews

Noncompliance may be identified when the agency reviews an owner’s annual
certification that the buildings and unitsin an LIHC project were suitable for
occupancy. (See Treas. Reg. 81.42-5(c)(1)(vi).) The owner must also certify that
state or local authorities responsible for making inspections did not issue aviolation
report for any building or low-income unit in the project. If aviolation notice or
report was issued, the owner must attach a statement summarizing the violation
report/notice (or a copy) to the annual certification submitted to the state agency. The
owner must also state whether the violation was corrected.

Physica Inspections

State agencies must inspect LIHC properties to ensure that LIHC buildings and units
are suitable for occupancy.* Under Treas. Reg. §1.42-5(C)(2)(ii)(B), on-site
inspections must be made at least once every three years.

The UPCS requires housing to be decent, safe, sanitary and in good repair. The major
areas of consideration include:

1. Site: The site components such as fencing and retaining walls, grounds, lighting,
mailboxes/project signs, parking lots and driveways, play areas and equipment,
refuse disposal, roads, storm drainage, and walkways must be free of health and
safety hazards and in good repair. The site must not be subject to material

1 The Uniform Physical Conditions are available at www.gpoaccess.gov. On the main page, select the “ Code of Federal
Regulations” option and then enter “24CFR5.703” into the search feature using the quotes (“...").

2 Department of Housing and Urban Development

3 see IRC 842(m)(1)(B)(iii).

% See Treas. Reg. §1.42-5(d)(2)
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adverse conditions, such as abandoned vehicles, dangerous walks or steps, poor
drainage, septic tank back-ups, sewer hazards, excess accumulations of trash,
vermin or rodent infestation, or fire hazards.

2. Building Exterior: Each building on the site must be structurally sound, secure,
habitable, and in good repair. Each building’ s doors, fire escapes, foundations,
lighting, roofs, walls, and windows, where applicable, must be free of health and
safety hazards, operable, and in good repair.

3. Building Systems: Each building' s domestic water, electrical systems, elevators,
emergency power, fire protection, HVAC, and sanitary system must be free from
health and safety hazards, functionally adequate, operable and in good repair.

4. Dwelling Units: Each dwelling unit within a building must be structurally sound,
habitable, and in good repair. The dwelling unit must be free from health and
safety hazards, functionally adequate, operable and in good repair. This includes
al areas and aspects of the dwelling unit; i.e., bathroom, call-for-aid (if
applicable), ceiling, doors, electrical systems, floors, hot water heater, HVAC,
kitchen, lighting, outlets/switches, patio/porch/bal cony, smoke detectors, stairs,
walls and windows.

Where applicable, the dwelling unit must have hot and cold running water,
including an adequate source of potable water. If the unit includes its own
sanitary facility, it must be in proper operating condition, usable in privacy and
adequate for personal hygiene and the disposal of human waste. The unit must
include at least one battery-operated or hard-wired smoke detector in proper
working condition on each level of the unit.

5. Common Areas. The common areas must be structurally sound, secure, and
functionally adequate for the purposes intended. The basement/garage/carport,
restrooms, closets, utility, mechanical, community rooms, day care, halls and
corridors, stairs, kitchens, laundry rooms, office, porch, patio, balcony and trash
collection areas, if applicable, must be free from health and safety hazards,
operable, and in good repair. All common area ceilings, doors, floors, HVAC,
lighting, outlets/switches, smoke detectors, stairs, walls, and windows, to the
extent applicable, must be free of health and safety hazards, operable, and in good

repair.

6. Health and Safety Concerns: All areas and components of the housing must be
free of health and safety hazards. These areas include, but are not limited to, air
quality, electrical hazards, elevators, emergency/fire exits, flammable materials,
garbage and debris, handrail hazards, infestation and |ead based paint.

For example, buildings must have fire exits that are not blocked and have hand
rails that are not damaged, loose, missing portions, or otherwise unusable. The
housing must have no evidence of infestation by rats, mice, vermin, or garbage
and debris. The housing must have no evidence of electrical hazards, natural
hazards, or fire hazards. The dwelling units and common areas must have proper
ventilation and be free of mold as well as odor (e.g., propane, natural, sewer or

°> Asdefined in Subpart J of 24 CFR part 35.
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In Compliance

methane gas) or other observable deficiencies. The housing must comply with all
regquirements related to the evaluation and reduction of lead-based paint hazards
and have available proper certifications of such.”

Although there is considerabl e variability among local codes, inspection of the LIHC
property using local codes should entail an inspection of the project site, building
exteriors, building systems, common areas, dwelling units, and health and safety
concerns.

The UPCS do not supersede or preempt® local health, safety and building codes; i.e., a
low-income housing project under IRC 842 must satisfy the local standards and the
state agency must report known violations to the IRS. However, if the state agency
uses the UPCS to conduct inspections and determines that they are met, the state
agency is not required to determine by inspection whether the project meets local
standards.

There will be situations when using the UPCS for the state agency’ s inspection
standard may result in a conflict with the local standards. For example, the local code
may require bars on windows to prevent children from falling out whereas the bars
may be viewed under the uniform physical condition standards as blocking
accesg/exists in case of emergencies. The conflict should be brought to the attention
of the state agency by a governmental entity or individual such asafire marsha’s
office or municipal building inspector who must provide a written submission
explaining the nature of the conflict. When conflicts are presented in this manner, the
local code will be evaluated by the state agency in determining whether the project or
unit isin compliance.

A building isin compliance if, during an inspection of the building, it meets the
requirements of the UPCS or local code. Exhibit 6-1 is a sample checksheet that may
be useful (it is not required) in helping document physical inspections of LIHC
properties. Owners should be notified of the state agency’ sfindings. Exhibit 6-2isa
sample letter that may be used.

Out of Compliance

An LIHC unit, building and/or entire project is out of compliance if:

1. Theowner discloses violations of local standards or incorrectly certifies that the
buildings and unitsin an LIHC project were suitable for occupancy, taking into
account local standards (or other habitability standards). See Treas. Reg. 81.42-

5(c)(1)(vi).

2. During aphysical inspection by the state agency, the property had elements that
failed to meet the requirements.

® In other words, the UPCS do not replace or preempt local health, safety, and building codes.
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3. Otherwisefailsto comply with the requirements of the UPCS or local codes at
any time.

To ensure consistent evaluation of the project’s physical condition, the definitions of
physical deficiencies used for the REAC system, by the Department of Housing and
Urban Development (HUD) will be used to determine whether noncompliance has
occurred.” The dictionary is divided into six sections:

Site Inspection

Building Exterior Inspectable Items
Building Systems Inspectable Items
Common Areas | nspectable Items
Unit Inspectable Items

Health and Safety Inspectable Items

ouklwbdpr

Each section identifies specific components, which are then defined in ascending
levels of severity (level 1, level 2 or level 3), and afourth category is health and
safety hazards and fire safety hazards. All levels of deficiencies must be reported.
State agencies using local codes as their inspection standard may find the UPCS
levels of violation helpful in categorizing reported violations.

Examples of Level 1 violations include:

1. At least one screen door or storm door is damaged or is missing screens or glass.
The noncompliance would be evidenced by an empty frame or frames.

2. Theroofs of a project where up to one square (100 sguare feet) of surface material
or shinglesis missing from roof aress.

3. Inoneroom in adwelling unit, a permanent lighting fixture is missing or not
functioning, and no other switched light source is functioning in the room.

Examples of Level 2 violations include:
1. Evidence of water stain, mold, or mildew, such as darkened areas, over a small
areaof floor (1-4 square feet). Water may or may not be visible. The affected

areais estimated to be less than 10% of the floors.

2. Intwo roomsin adwelling unit, a permanent lighting fixture is missing or not
functioning, and no other switched light source is functioning in the rooms.

Example of Level 3 violationsinclude:
1. A common areawhere alarge portion of one or more floors —more than 4 square

feet- has been substantially saturated or damaged by water, mold, or mildew.
Cracks mold, and flaking are visible and the floor surface may have failed.

766 FR, 59102-59124, Public Housing Assessment System Physical Condition Scoring Process Interim Scoring, Corrections and

Republication
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2. A sink or other related hardware in a kitchen may be missing, which creates
unsanitary living conditions.

3. A permanent light fixture in more than two rooms is missing or not functioning,
and no other switched light sources are functioning in the rooms.

Health and safety violations can be divided into non-life threatening and exigent, life
threatening conditions.

Non-life threatening events include items such as pavement and walkway problems
that create the potential for tripping and falling; missing or non-functioning sinks and
bathroom componentsin individual units that impair human sanitation; missing
exterior doors; and floor covering damage.

Exigent health and safety and fire hazards require immediate attention because of
their life-threatening potential. Exigent health and safety violations include exposed
electrical wires or water leaks on or near electrical equipment; propane /natural
gas/methane gas detected; emergency/fire exits that are blocked; unusable fire
escapes; gas or oil fired hot water heaters with missing or misaligned chimneys that
pose carbon monoxide hazards. Fire safety hazards include missing or inoperative
smoke detectors; fire extinguishers expired or window security bars preventing egress
from a building.

A casualty lossis defined as the damage, destruction, or loss of property resulting
from an identifiable event that is sudden, unexpected, or unusual. A sudden event is
onethat is swift, not gradual or progressive. An unexpected event isone that is
ordinarily unanticipated and unintended. An unusual event isone that is not a day-to-
day occurrence and that is not typical for low income housing credit properties.
Casualty losses may result from a number of different sources: e.g., car accidents,
fires, government-ordered demolitions, hurricanes, mine cave-ins, sonic booms,
storms, tornadoes, vandalism, etc. Property damage is not considered a casualty loss
if the damage occurred during normal use, the owner willfully caused the damage or
was willfully negligent, or was progressive deterioration such as damage caused by
termites.

Physical damage to LIHC projects caused by casualty events and which render LIHC
residential rental units or buildings, or common areas associated with the property,
unsuitable for occupancy is reported as noncompliance with the UPCS or local
standards.

Vacant low-income units must also be suitable for occupancy; i.e., prepared for
immediate occupancy. Depending on the facts, state agencies should alow a
reasonable period to clean a vacated unit or repair damages caused by a prior tenant.

Example 1: Vacant Units not Suitable For Occupancy

The state agency determined that some vacant LIHC residential units
were not suitable for occupancy by new tenants when they conducted a
physical inspection of the property. The owner explained that because of
the high vacancy rate, there were a sufficient number of empty units
suitable for occupancy. All vacant LIHC units that are not suitable for

6-5
Revised January 2011



Date of
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Notice to
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occupancy are out of compliance. The out of compliance date is
determined for each unit based on the date that particular unit was
vacated.

The reportable “out of compliance” date is the date the project failed to meet the
inspection standard, if known; otherwise, at the earliest documented date that the
standard was not met.

Example 1: Factual Determination

A frozen pipe burst and flooded two vacant unitsin alow-income
building. The owner timely repaired the pipe but did not adequately
clean the damaged floors, rugs and walls in the two affected units. Upon
inspection, the state agency discovered mold damage resulting from the
flooding in both units. The date of noncompliance is the date the frozen
pipe burst.

Example 2: Noncompliance Date |dentified by Inspection

The state agency inspected the property site and determined that a
dilapidated wooden fence on the exterior of the property represented a
UPCS violation because it was about to fall down and nails were
protruding out of the boards. The date of honcompliance is the date of
the inspection.

Example 3: Noncompliance Date Identified by Documentation

HUD performed an inspection and determined that there were significant
safety hazards on an LIHC project site. The owner was notified, but
when HUD revisited the property six months later, the hazards had not
been corrected. HUD provided the state agency with a copy of their
report. The state agency conducted an inspection and confirmed HUD’ s
information. The date of noncompliance is the date of HUD’ s initial
inspection.

The state agency is required to provide prompt written notice to the owner of alow-
income housing project if the state agency discovers that the project isnot in
compliance with the state agency’ s inspection standard, or the annual certificationis
inaccurate. Notification letters establish and document the beginning of the
correction period for any “out of compliance” issues. See Exhibit 6-3.

When state agencies determine that the violations involve life-threatening problems, a
critical notification letter requiring immediate corrective action should be sent to the
owner. To ensure prompt correction of exigent, life threatening health and safety
deficiencies, the project representative should be provided alist of every observed life
threatening violation and fire safety hazard that needs immediate attention or remedy,
before the inspector leaves the project site. See Exhibit 6-4. To document receipt,
the project representative should sign the state agency’s copy of thelist of
deficiencies.
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Property is back in compliance when noted violations are corrected. The correction
date isthe date of the repair, the date of the inspection at which the repair was
observed, or the date of the certification that the repair had occurred; whichever
evidenced the correction to the agency’ s satisfaction.

Acceptable evidence of the corrected violations includes items such as a certification
from an appropriate licensed professional that the item now complies with the
inspection standard, or other documentation demonstrating that the violation has been
corrected. Alternatively, the state agency may determine that the owner isback in
compliance by visual inspection.

Under Treas. Reg. §1.42-5(a), state agencies are required to report any noncompliance
of which the agency becomes aware.® State agencies must file Form 8823 no later
than 45 days after the end of the correction period (including permissible extensions),
whether or not the identified noncomplianceis corrected. See Chapter 2.

Example 1: Extenuating Circumstances

A state agency conducted a physical inspection of an LIHC building on
October 3, 2004. When inspecting the laundry room located in the
basement, the state agency noted that water pipes to three of the six
washing machines had frozen and burst during a recent snow storm. The
correction period started on October 6, 2004, the date on which the notice
of noncompliance was sent to the owner. The correction period ends 90
days later on January 5, 2005.

The damage was extensive and could not be repaired immediately
because the ground was frozen, so the owner requested an extension
of time. The state granted the maximum extension of an additional
90 days (180 daystotal), so that the correction period ended April 5,
2005. At that time, the ground was still frozen and the repair had not
been completed.

The state agency must file form 8823 within 45 days of the end of the
correction period, or May 17, 2005, noting the noncompliance. A second
Form 8823 should be filed when the noncompliance is corrected.

Documenting noncompliance with the physical inspection standards with sufficient
detail to support IRS audit adjustments is particularly important because, at the time
of a subsequent IRS audit, there may be no visible indication that the noncompliance
ever occurred. Narratives describing the cause, nature and extent of the violations are
helpful and should aso clarify if the issue is aunit, common area, building exterior or
system, or site problem.

8 In additional to information submitted as part of the owner’s annual certification and the physical inspection of the property,
information may be received from other sources such as (but not limited to) governmental agencies, tenants affected by the
noncompliance, or public documents such as newspaper articles.
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Copies of reports summarizing unit-by-unit noncompliance originally given to the
owner and electronic pictures are adequate when documenting noncompliance even
though the violations may have been corrected after the filing of the report of
noncompliance. Note: do not include photocopies of photographs; they are not
useful.

References

24 CFR 5.703, HUD’ s Uniform Physical Condition Standards
IRC 842(i)(3)(B)(i)

Treas. Reg. §1.42-5

Dictionary of Deficiency Definitions

*CCA 201042025*
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Exhibit 6-1
Checksheet for the Physical Inspection of LIHC Properties

Physical | nspection Review Summary

Development Name and Address: Project #:

Name; Inspection Date:

Address: Asset Manager Conducting I nspection:

City/State/Zip Code

Owner Contact Phone: Total # Bldgg/Units Inspected: #/ #

Fax #: Lead Risk: (Yes / No)
Finding Finding

SITE: BUILDING EXTERIOR:

Fencing & Gates Doors

Grounds Fire Escapes

Mailboxes/Project Signs Foundation

Parking L ots/Driveways/Roads Lighting

Play Areas & Equipment Roof

Refuse Disposal Walls

Retaining Walls Windows

Storm Drainage UNITS:

Walkways/Stairs Bathroom

BUILDING SYSTEMS: Call-For-Aid

Domestic Water Ceiling

Electrical System Doors

Elevators Electrical Systems

Emergency Power Floors

Exhaust System Heating/V entilation/Air Conditioning

Fire Protection

Hot water Heater

Heating/V entilation/Air Conditioning Kitchen
Sanitary System Laundry Area (Room)
COMMON AREAS: Lighting
Basement/Garage/Carport Outlets/Switches
Closet/Utility/Mechanica Patio/Porch/Bal cony
Community Room Smoke Detectors
Day Care Walls
Hallg/Corridors/Stairs Windows
Kitchen HEALTH & SAFETY:
Laundry Room Air Quality
L obby Electrical Hazards
Office Elevator
Other Community Spaces Emergency/Fire Exits
Patio/Porch/Bal cony Flammable Material
Pools & Related Structures Garbage and Debris
Restrooms Hazards
Storage Infestation
Trash Collection Area Mold

L ead-based Paint

Severity of Violation

Items shoul